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Editor's Notes
’Twas brillig and the slithy toves
Did gyre and gimble in the wabe;
All mimsy were the borogoves
And the mome raths outgrabe.1

amended, began:
The basic purpose offinancial ac
counting and financial statements is to
provide quantitative financial informa
tion about a business enterprise that is
It seems to mean something,some useful to statement users, particularly
thing sinuous and wetly slippery — or owners and creditors, in making
does it? In current vernacular, what, economic decisions.
exactly, is the bottom line?
Now that is straight-forward enough,
Lewis Carroll was playing games with and eminently ethical, but nevertheless
his almost-words and if his slithy toves the users of financial statements con
sounded less than pleasant it was really tinued to stumble through the figures as
all in fun, and the reader accepted the in bewildered as children lost in the forest.
tended whimsy. It was an early form of APB Statement No. 4 built no yellow
double-talk. Modern versions presented brick road to guide them.
by politicians, and sometimes by ac
Prior to discussion of the financial
countants, replace the word that sounds statement objectives in Chapter 4 the
as though it means something with APB Statement did mention (paragraph
phrases that sound charged with mean .27, Chapter 2) General Purpose Finan
ing. Contrived to impress an uncritical cial Statements and said:
Financial accounting presents in
audience, they are usually not as
innocuous as the mimsy borogoves, and formation designed to serve the com
mon needs of a variety of user groups
are certainly less amusing.
What about some of those brillig with primary emphasis on the needs of
footnotes in accounting statements, and present and potential owners and
the cost concepts that gyre and gimble creditors.
through the assets — not to mention the
Again, the intent was sincere and
creative accounting that has puzzled ethical but the definition was too broad
many readers of financial statements, to serve the specific needs of many in the
causing them to erupt with some business community.
deservedly mome raths?
In 1973 the American Institute of Cer
Our society laments its formidable tified Public Accountants published
problems with communications and yet “The Report of the Study Group on the
spends money lavishly, in and out of Objectives of Financial Statements,”
holiday season, on wit-twisting games known as the Trueblood report, and
for children of all ages who enjoy un since the timing was close to the incep
raveling the confusion. There was tion of the Financial Accounting Stan
scarcely a Christmas tree last month dards Board the Trueblood objectives
that did not include some kind of expen were incorporated into a Board Discus
sive puzzle in its bounty. If properly gift sion Memorandum on June 6,1974, and
wrapped, a few financial statements into subsequent public discussions. By
could have been included with the other December 2, 1976, the FASB had
games with a completely congruous published “Tentative Conclusions on
effect.
Objectives of Financial Statements of
The puzzlement has been taunting the Business Enterprises,” followed slightly
accounting profession for at least a more than a year later by the December
decade. Back in 1970 when Accounting 29, 1977, Exposure Draft “Objectives of
Principles Board Statement No. 4 was Financial Reporting and Elements of
issued, Paragraph .01 of Chapter 4 as Financial Statements of Business Enter
prises.”
Some five years after the True
1Lewis Carroll, Jabberwocky (in Through the
Looking Glass)
blood initiative the FASB chose to
2/The Woman CPA

address the objectives problem as the
first of its series of concepts. Statement
of Financial Accounting Concepts No.
1, published in November, 1978, is enti
tled “Objectives of Financial Reporting
by Business Enterprises.” Some of the
Statement’s Highlights give evidence of
the sophistication emerging from
broken molds of early platitudes.
Consider:
Financial reporting is not an end in
itself but is intended to provide infor
mation that is useful in making
business and economic decisions.

The objectives of financial repor
ting are not immutable — they are
affected by the economic, legal,
political, and social environment in
which financial reporting takes place.

The objectives are also affected by
the characteristics and limitations of
the kind of information thatfinancial
reporting can provide.
As the Securitiesand Exchange Com
mission proliferates disclosure rulings
while the financial public, at the same
time, decries the dense profusion (those
mimsy borogoves) of footnotes already
appended to financial statements, the
accounting profession must come up
with some very nimble gyre and gimble
if it is not to sink entirely beneath the
wabe. The language of accounting must
be more than figures; succint but ex
pressive prose is a requisite for any
financial statement of reasonable com
plexity. We do not foresee a Pulitzer
Prize award for the best written state
ment but perhaps we should start to
think of financial statements as a
technical art form.
In this issue of The Woman CPA we
explore some viewpoints as to the
usefulness of statements and their com
prehensibility, along with a look at
differential disclosure, which is, of
course, another name for special
statements. They are all ways of looking
at the financial statement puzzle.

User Perception
Differences Concerning
Corporate Disclosure
by Larry B. Godwin

The concept of differential disclosure
has been actively debated during the
past several years. Differential dis
closure is the reporting of different
financial information to different users,
on the theory that information has
different degrees of utility for different
user groups.1 The more detailed and
technical disclosures are deemed ap
propriate for the professional investor,
while the less technical, more
“understandable” disclosures are view
ed as appropriate for nonprofessionals.
The concept of differential disclosure
is currently operational with respect to
periodic filings. The 10-K and 10-Q
reports, required of companies
registered with the Securities and Ex
change Commission, are geared to the
professional; annual and quarterly
reports to stockholders are intended to
serve the nonprofessional.
The Financial Analysts Federation
recently released a report urging cor
porate managements to exert more ef
fort in the area of differential disclosure.
The aim of such a disclosure policy was
seen as the determination of the op
timum body of information for a com
pany to reveal, without overburdening
the analysts or shareholders with too
much data.2
In January, 1976, when he was Chief
Accountant of the SEC, John Burton
said that one of the “major thrusts” of
the Commission in coming months
would be differential disclosure. He
challenged management to analytically
select the “most important” disclosures
and make them available to the “average
investors,” while at the same time mak

ing available to analysts the “kind of
data they need to reach professional
judgments about a company.3
At the same time, former SEC Chair
man Roderick Hills announced the for
mation of a new Advisory Committee
on Corporate Disclosure to reassess all
SEC disclosure policies and the Com
mission’s methods of implementing
them.4 In November, 1977, the Com
mittee issued its final report to the SEC
and surprised some by advocating the
abandonment of the Commission’s
existing differential disclosure policy. It
suggested that public companies file
with the SEC their annual and quarterly
reports to shareholders in lieu of the
currently required 10-K and 10-Q
reports.5 In early 1978, the SEC ex
pressed agreement with the committee’s
suggestion, and said it would attempt
later in the year to develop a single, com
prehensive disclosure regulation com
bining the annual report to stock
holders and the 10-K report.6
Theoretically the concept of differen
tial disclosure has great merit. The most
compelling argument in favor of the
concept is that the “average investor”
has financial information needs that
may well differ from those of the pro
fessional analyst. Via differential dis
closure, the needs of each class of users
could be met without sacrificing the
needs of other groups.7 In addition, no
class of users would be subjected to in
formation overload if accounting
reports were tailored to the needs of
each class.
The purpose of this paper is to present
the findings of a research project aimed

at determining the similarities and
differences in the disclosure preferences
of analysts and shareholders. In effect,
the objective of the research was to
evaluate the advisability of preparing
separate accounting reports for each
user group under the policy of differen
tial disclosure.

Research Design and Methodology
In order to test the validity of the con
cept of differential disclosure, a
questionnaire approach was utilized.
The names of 298 of the approximate
ly 5,000 members of the Financial
Analysts Federation were selected from
the organization’s Membership Direc
tory, using a random numbers table.
Members eligible for selection included
industry specialists in 38 fields and per
sons designated as “director of research”
or “generalist.” Excluded from the pop
ulation sampled were specialists in
foreign securities, special situations,
bonds and venture capital, as well as
members who were economists,
technicians, underwriters, investment
counselors, portfolio managers, or who
resided outside the United States.
The common stockholders of one
large U.S. corporation whose stock is
traded on the New York Stock Ex
change were also chosen to participate
in the study. The subject corporation is
engaged in the mining and refinement of
minerals and the sale of . mineral
products; over 12,000,000 shares of
common stock are outstanding. Exlud
ed from the population sampled were
officers, employees, and directors of the
corporation; institutional investors
(whose characteristics would, it was
thought, approximate those of the
analyst group); brokerage houses hold
ing stock in street name; and persons
located outside the United States. In
total, 753 stockholders were selected for
polling on a random basis.
Similar questionnaires were designed
for administration to both the analysts
and the stockholders. Twenty-five
specific disclosures recently proposed or
adopted by the SEC for the 10-K report
and/or the annual stockholder report
were listed in random order in the
questionnaires. Only those disclosures
which are general in nature, applicable
to a wide variety of industries, appeared
on the list.
Analysts were requested to indicate,
for each disclosure, the usefulness in
deciding whether or not to buy or
recommend a company’s stock. Similar
ly, stockholders were asked how useful
each disclosure would be in deciding
January 1979/3

Analysts appear to be more
concerned with quantitative
disclosures: stockholders seem
more interested in the
company's image and the
competence of management.

whether or not to buy or sell a com
pany’s stock. In both cases, research
participants were to indicate their
responses by circling a number on a fivepoint scale on which zero represented
“not useful” and four represented “very
useful.”8
A “dummy” disclosure item, not ac
tually proposed by the SEC, was includ
ed among the legitimate disclosures in
order to provide a rough gauge of the
reliability of the research instrument.
The text of the “dummy” item was: “A
listing of the names of all common
stockholders who own fewer than 100
shares of the company’s stock at the end
of the year.” It was thought that this dis
closure would not be useful to the in
vestment decisions of reasonable users.
The research was conducted in three
stages. Questionnaires were pretested by
administration to several relevant per
sons, followed by discussion with them
of the adequacy of the instruments. A
pilot test was conducted through which
the reliability and face validity of the
questionnaires were determined to be
sufficiently high, and the disclosure
items were found to be worded suf
ficiently clearly that the same in
struments could be used for the primary
study. A test for nonresponse bias was
conducted and it was determined by
application of the t-test that secondrequest responses did not differ
significantly from those received in the
initial survey. Usable responses were
received from 127 analysts and 275
stockholders, representing 42.6 and 36.5
percent, respectively, of the question
naires mailed.
Research Results
The data which emerged from the
questionnaire study indicate that signifi
cant differences (at the .05 percent level)
in the perceived usefulness favoring one
group or the other occurred for thirteen
4/ The Woman CPA

titative in nature, i.e., they emphasize
the integrity, quality and reputation of
management and its activities rather
than adjustments to the financial
statements. Items 10 and 11 do include
dollar figures, but the thrust of the dis
closures seems to lie with the activities
themselves rather than the amounts of
money involved.
In summary, the results suggest that
analysts as a group are more concerned
than stockholders with analyzing
current reported earnings and with es
timating future earnings. In contrast,
stockholders appear more interested
than analysts in the basic competence of
management and in the company’s im
Item9
Description
1
Book value of obsolete
age. The implication may be that either
equipment
(1) stockholders are more prone than
analysts to make their investment
2
Investment in loss division
3
Capital expenditure analysis decisions based on the quality of
management and its activities, perhaps
4
Available lines of credit
because, as a class, they possess a lower
5
Short-term borrowing cost
degree of financial sophistication to
6
CPA-auditor change
7
Assets carried at less
make adequate quantitative analyses
than market
from a company’s financial statements;
or (2) stockholders rely primarily on
8
Accounting alternatives
effect on income
analysts and brokers for their invest
9
Tax rate difference
ment decisions, and their interest in the
explanation
qualitative aspects of corporations
merely acts as a constraint on the advice
Disclosure items more useful to the offered by others.
stockholder respondents were:
Another observation evident from the
Item
Description
data is that analysts rated the disclosure
10
Political fund contributions
items on a wider range of the scale than
11
Attorney and CPA lawsuits did stockholders. The median
12
New issuers: Offering price
usefulness ratings of the analysts
of shares
respondents ranged from .44 to 3.69;
13
Management effectiveness
four medians fell below 2.00, the mid
audit
point in the scale. The stockholder
medians varied from 1.79 to 3.56, and
These results suggest that, where only one received a median below 2.00.
significant differences exist between the
The results suggest that analysts, as a
two groups, analysts may find dis class, are more discriminating than
closures that are quantitative in nature stockholders in their ability to pick out
more useful than do stockholders. With from the list those disclosures which
the exception of disclosure of CPA- they view as irrelevant. Stockholders
auditor change information (Item 6), appear to advocate “disclosure for the
the disclosures more useful to the sake of disclosure,” perhaps because of
analysts sampled dealt with dollars and their belief that they have a right to
percents. Indeed a majority of them know a great deal about the companies
(Items 1, 2, 7, 8 and 9) are aimed at in which they own an interest. All the
adjusting the traditional financial disclosures are viewed as at least
statements in order to estimate a com moderately useful by the shareholders.
pany’s value or recent progress, or to This conclusion appears to be further
make the statements comparable to substantiated by the fact that the stock
those of other companies. Items, 3, 4, holder sample found disclosure of the
and 5 may be useful in estimating a names of all shareholders who own
company’s future earnings.
fewer than one hundred shares of a com
pany’s stock (the trivial “dummy” item,
On the other hand, three of the four not actually proposed by the SEC)
disclosures viewed more useful by the somewhat more useful than the analysts
stockholders polled (Items 10, 11, and polled.
13) are qualitative rather than quan
In order to gauge the degree of con-

of the twenty-five legitimate disclosures.
The results of the chi-square test applied
to the results show that in nine in
stances, significantly more analysts and
fewer stockholders found the disclosure
items useful than expected, and in four
cases, more stockholders and fewer
analysts found the items useful than ex
pected. For the remaining twelve dis
closures, the results were mixed, i.e.,
they did not clearly favor one group
over the other.
The disclosure items perceived as
significantly more useful to the analyst
respondents were-

sensus within each of the two groups,
the mean absolute deviations relative to
the usefulness medians were calculated.
The deviations for analysts ranged from
.60 to 1.18, whereas deviations for the
stockholders were much greater and
ranged from .94 to 1.42. These results
suggest that, while the degree of consen
sus for analysts is not great, the group is
considerably more unified than the
stockholder class. Analysts have a more
common
background
than
stockholders: they are all members of a
professional organization; most of them
engage in financial analysis as an oc
cupation; and they are rather
sophisticated in their knowledge of
accounting terms and principles.
Stockholders, on the other hand,
probably vary considerably in their
educational backgrounds, in the extent
to which they do their own financial
analysis, in their knowledge of business
and accounting, and in their
professional stature.

Summary of Research Findings
The results suggest that the two user
groups may be differentiated along
several lines. Analysts appear to be
more concerned than stockholders with
using quantitative disclosures aimed at
analyzing current reported earnings and
estimating future earnings.
Stockholders, on the other hand, seem
to be more interested in qualitative dis
closures dealing with the company’s
image and the competence of
management.
Analysts seem to be better able than
stockholders to distinguish the irrele
vant information from a rather exten
sive list of disclosures. Stockholders ap
parently desire convenient access to
large quantities of information, suggest
ing “disclosure for the sake of dis
closure” as a matter of principle.
Analysts as a group appear to be more
homogeneous than stockholders. The
degree of consensus among financial
analysts concerning the usefulness of
corporate disclosures seems to be
significantly greater than for
stockholders.
Conclusion
The limited scope of the research pro
ject does not warrant sweeping
generalizations. However, the survey
results suggest that the SEC’s existing
differential disclosure policy of requir
ing extensive corporate disclosure in the
10-K report, but a more limited degree
of revelation in the annual stockholder
report, is sound. Although stockholders
indicate that they are moderately in

terested in all the SEC’s disclosures, the
research results seem to show that the
interest on the part of the analysts is
significantly greater for disclosures of
the quantitative variety. Analysts, then,
who appear more concerned than
stockholders with disclosures such as
the analysis of capital expenditures and
the explanation of tax rate differences,
should have available to them this type
of information in the 10-K. Since
analysts probably already have greater
access to the 10-K report than do
stockholders, it follows that the dis
closures analysts perceive as significant
ly more useful could be revealed via that
source.
Qualitative disclosures, such as infor
mation concerning attorney and CPA
lawsuits and political fund con
tributions, on the other hand, seem to
have greater appeal to the stockholder
group, and perhaps should be required
for the corporate annual shareholder
report. Such reports are made widely
available to current and prospective in
vestors, by brokerages houses as well as
by the issuing corporations, and would
seem to be a suitable medium for dis
closures of the qualitative type.
However, stockholders as a class ap
parently are not homogeneous. For
tunately, the individual stockholders
who desire a more complete revelation
of data concerning companies in which
they own an interest, including dis
closures of a quantitative nature, do
have access to the 10-K report. The SEC

requires companies over which it has
jurisdiction to furnish to stockholders,
on request and without charge, a copy of
its most recent 10-K report.
Therefore, by catering to the average
stockholder through the annual
stockholder report, yet providing the
financial analyst and the sophisticated
stockholder convenient access to 10-K
data as well, the SEC’s current policy of
differential diclosure seems optimal.
However, as reported earlier in this
paper, the SEC intends to propose
regulations which would develop a
single, comprehensive disclosure policy
combining the annual report to
stockholders and the 10-K report. By
abandoning its differential disclosure
policy, the SEC appears to do a dis
service to its registrant corporations, to
their stockholders, and to financial
analysts. Stockholder reports would
presumably contain considerably more
financial information under the new
policy. Such reports, which will not con
tain data that the analyst could not
currently obtain via the 10-K report, will
become more expensive to prepare and
mail. In addition, the “average in
vestor,” when presented with the greater
quantities of data, may find it in
creasingly difficult to isolate those areas
which are most relevant to the decision
processes. Both the stockholder and the
analyst may be inhibited from making
optimal decisions because of informa
tion overload.
In sum, the research results seem to
support the validity of the concept of
differential disclosure. The SEC’s plan
to combine the stockholder reports and
statutory filings appears to be a step
backward when the viewpoints of
stockholders, analysts and the issuing
corporations are considered.■
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Investors’ Opinions
Regarding General
Purpose Financial
Statement Usefulness
by Sharon G. Siegel, Kathy J. Dow,
Eugene Calderaro, Jr., and Diane L. Murray

Much of the research involving
evaluation of financial statement
usefulness has been conducted using
some type of investor or market reaction
as the inferential measure of usefulness.
These studies have produced varied
results, some supporting the effec
tiveness of accounting information as an
investor tool while others refute it.1
A more direct approach has been the
survey method, which also has not
produced conclusive evidence as to
financial statement usefulness. The
latest survey conducted by the
Securities and Exchange Commission’s
Committee on Corporate Disclosure in
the spring of 1977 produced highly
useful ratings by investors. These results
support those obtained by Brenner
(1971); however, they do not cor
roborate those found by Baker and
Haslem (1973) whose survey
respondents rated financial statements
relatively low as an investor information
source.2
APB Statement No. 4 states that:
“Financial statements are designed to
provide an important part of the in
formation that users needfor many of
their decisions. The information con
tained in the statements should not be
relied on exclusively, however, and
should be supplemented by other in
formation about the specific
prospects of the company, the in
dustry in which it operates, and the
economy in general. ”3
In view of this statement it seems impor
tant to attempt to reconcile the evidence
as to the usefulness of accounting data
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as an information source to present and
potential investors. While the inferential
approach has produced some evidence
of a relationship between financial state
ment information and market behavior,
the method is complicated by the
myriad of other variables, operating at
the same time, which may affect investor
decisions. The survey approach, though
not without its problems is more of an
attempt to isolate individual source
usefulness. The present study used this
approach in an effort to provide ad
ditional evidence as to the usefulness of
financial statements to investors when
making investment decisions.
The specific questions we attempted
to answer are:
1. Do investors view financial
statements as a useful information
source in making their investment
decisions?
2. Are there other information
sources, either currently or
hypothetically available which are
viewed by investors as more useful
than financial statements?
3. Do investors hold any general mis
conceptions about the informa
tion conveyed in financial
statements?
4. Do differing individual
background characteristics of in
vestors bear a significant
relationship to their rating of the
usefulness of financial statements?
METHOD
Subjects
Surveys were mailed to the popula
tion of faculty members and ad

ministrators at the University of
Massachusetts who were asked to com
plete the questionnaire and return it via
campus mail. Of this population, 276
returned the survey representing a 14
percent response rate. From this sam
ple, non-stockholders who were asked
simply to indicate, were eliminated,
leaving only those individuals who own
ed stock. This subsample contained 162,
for which median descriptive data can
be found in Chart 1, along with similar
data representing the entire SEC survey
respondent, and median NYSE
stockholder.

In comparison, the current survey
respondents were quite similar to the
SEC respondents as far as age, income
level, number of shares held, recency of
trading, diversification of holding and
their accounting/finance educational
background. Age and income level cor
responded across the three (SEC,
NYSE, and current survey) groups of
share holders. The two markedly dis
similar categories were sex and profes
sion. The current survey and SEC
respondents were disproportionately
male while the distribution of NYSE
share owners is more equally male and
female. While the educational level of the
three groups is largely represented by
college completion, the current survey
was almost exclusively comprised of
academicians.

The Survey
The survey consisted of three types of
questions:
those which required
evaluative responses, open-ended
questions, and background data.
Evaluative Questions
Three sections of the survey required
evaluation of information types and
sources as to their usefulness in making
investment decisions. Responses were
required along a continuum from (1) not
useful to (5) very useful with (3) as
neutral. The different sections related
to:
1) General information sources - this
section asked respondents to
evaluate the usefulness to them of
eleven general information
sources such as annual reports,
stockbrokers, newspapers, etc.
2) Financial statements - this section
asked respondents to evaluate the
usefulness to them of the balance
sheet, income statement, state
ment of changes in financial posi
tion, footnotes, and auditor’s
report.
3) Alternative information - this sec
tion asked respondents to rate the

usefulness of five types of informa
tion not now widely accessible
and/or available.
Open-ended Questions
The five parts of the financial
statements: (balance sheet, income state
ment, statement of changes in financial
position, footnotes, and auditor’s
report) where presented so that
respondents could state in their own
words what they found useful in regard
to each.
Background Data
Fourteen background questions
relating to investment activity and per
sonal data concluded the survey.
Data Analysis
Since the thrust of the survey was to
examine the degree to which different
types and sources of information are
viewed as useful by investors, the
evaluative responses were collapsed into
two sets: those rated as useful (4) and (5)
and those rated neutral (3) or not useful
(2) and (I). Frequencies were calculated
for the evaluative responses and to
determine whether a relationship ex
isted between any of the various factors.
Thus, the x2 test would determine
whether a statistically significant
difference existed between the number
of useful and the number of not useful
ratings obtained for a particular
variable.
RESULTS
Frequency data in terms of percen
tages of positive useful responses to each
of the evaluative questions are presented
in Table 1. For general information
sources, newspapers received the most
favorable responses (65.6 percent)
whereas SEC filings and stock exchange
publications received the least useful
rating (9.3 percent). The statement of
changes in financial position was rated
as the most useful part (47.0 percent) of
the financial statements while the
auditor’s report was rated as useful by
only 15.2 percent of the respondents.
Were an independent management
evaluation available, 52.3 percent of
respondents would find it useful while
cash flow information was rated as
useful by 32.5 percent.
The x2 test using individual evaluative
responses presupposed an expected
equal distribution between useful and
non-useful or neutral responses. The
results of the x2 test determined whether
significantly more respondents rated the
sources and types of information in
either a useful or non-useful direction.
As shown in Table 2, newspapers and an
independent management evaluation

Typical Shareholder

SEC
Age
Income
Educational level

Sex
Shares
Most recent stock transaction
Diversification
Accounting/Finance experience

were the only variables rated as useful
by significantly more subjects than not
useful. Twelve of the variables were
rated by significantly more people as
something more than useful while the
eight remaining variables were not rated
by significantly more subjects in either
direction.
Three of the background variables
resulted in significant relationships
when cross-tabulated with the
evaluative questions. Number of shares
of stock owned was significant
(x2(7)= 15.12, p .05) related to magazine
and subscription advisory service
usefulness ratings. Upon further inspec
tion, the greatest contribution to the
overall x2 in both cases was found in the
large proportion of useful rating given
by those respondents owning 1,000 or
more shares of stock.
Income cross-tabulated with
stockbroker ratings also yielded a
significant relationship (x2(3)=8.67, p
.05). Over half of the x2 was due to
greater than expected ratings of not
useful given by respondents in the $1019,999 income range.
Generally, significantly more
respondents who have had no
finance/accounting courses viewed the
information sources as other than useful
while those having 1-3 finance/account
ing courses generally did not differen
tiate their responses between useful and
non-useful. Notable exceptions were the
footnotes to financial statements and
subscription advisory services which
received highly useful ratings from that
group.
Of the 157 respondents, 70 answered
the open-ended question which involved
specifically stating what they found
useful or not useful in the income state
ment, balance sheet, statement of
changes in financial position, footnotes,

NYSE

Current Survey

55+
53
51-60
25-49,999
19,000
20-29,000
college
42.3%
college graduates
graduate 4+ college
78% male
50-50
11.9% women
400-499
N/A
500-999
12 mos.
N/A
7-12 mos.
6-12
N/A
6-10
N/A
41%-yes
38.5%-yes

and the auditor’s report when making
investment decisions. A majority of the
respondents indicated that they found
the statements useful for ratio analysis
and the analysis of trends between
years. Of those contending that the
financial statements are not useful,
many noted that they either do not un
derstand or do not trust the financial
statements.
Respondents who indicated that
financial statements are not useful
directed their strongest criticisms
against the balance sheet, footnotes, and
auditor’s report. Criticisms of the
balance sheet included:
— “Always balances! Therefore not
informative.”
— “It always balances so why bother,
the issues are avoided except for
accounting.”
— “The bottom lines of assets and
liabilities always match-regardless
of the company’s conditions.”

Footnotes were viewed by one respon
dent as “either unintelligible or just
irritating,” a view typical of that held by
other respondents. Criticisms of the
auditor’s report were especially harsh:
— “Most auditors’ reports tend to
say, more or less, what manage
ment wants said, otherwise next
year management will have a
different auditor.”
—“By the time they get into the audit
stage the damage has been done.”
— “Even a bankrupt company can
receive a standard auditor’s
report.”
Discussion
The study was conducted during the
same year as the SEC study. However,
the results are highly disparate as in
dicated in Table 3. The main difference
between the present sample and the
SEC’s was the profession of the
January 1979/7

Relative % of useful ratings

Variable

0%

25%

50%

General information sources:
Annual report
Friends, relatives and business assoc.
Industry publications
Investment advisors
Magazines
NYSE, AMEX publications
Newspapers
Quarterly filings
SEC filings
Stockbrokers
Subscription advisory services

_________________ (35.8)
---------------------------- (38.4)
--------- (119)
------------------------- (33.1)
___________________ (40.4)
------- (9.3)
________________________________ (65.6)
--------------------------- (35.1)
------- (9.3)
___________________________ (55.6)
--------------- (19.2)

Financial statement sections:
Auditor’s report
Balance sheet
Footnotes
Income statement
Statement of changes in financial position

------------ (15.2)
__________________ (37.7)
___________ (23.2)
--------------------------------- (43.7)
------------------------------------ (47.0)

Hypothetical information sources:
Cash flow information
Financial ratios
Independent management evaluation
Inflation adjusted financial statements
Projected financial statement data
Segment financial information

------------------------ (32.5)
------------------------- (33.1)
--------------------------------------- (52.3)
------------------------------------ (47.7)
------------------------------- (42.4)
--------------------------------- (43.7)

100%

Table 1: Relative percentages of “useful” responses to the evaluative variables

respondents, which was comprised sole
ly of academicians. The results of this
survey, therefore, reflect the opinions of
a unique subgroup of investors rather
than the population of investors as a
whole. Without further investigation
into the characteristics of the decision
models of academic versus represen
tative populations, findings cannot be
generalized. It is also difficult to
definitively explain the discrepancy
between these findings and the SEC’s.
However, results point up the existence
of a specific subsample of investors who
do not view financial statements as
useful to themselves in making their in
vestment decisions. If these results can
be generalized to other academic pop
ulations then a significant subsample of
investors would exist who hold this
view. The APB specifically states that
“general-purpose financial statements
are prepared by an enterprise under the
presumption that users have common
needs for information.”6 Yet results in8/The Woman CPA

dicate that the current survey
respondents’ needs are not being served
by the general purpose financial
statements.
The number of finance/accounting
related courses / seminars provides some
measure of the sophistication of the
respondents. The results demonstrated
differing attitudes toward usefulness as
the sophistication level varies.
Respondents at the lowest level dis
proportionately viewed most of the
sources as not useful while respondents
at the next level were skewed in the op
posite direction. Those subjects at the
highest level were not significantly
divided on most responses. Notable
responses were to the footnotes to finan
cial statements and subscription ad
visory services which may imply that the
sophistication level is high for both
these sources. These results are in
teresting in that they indicate that as the
level of sophistication increases the at
titude toward the usefulness of informa

tion sources shifts from not useful to
useful to an ambituous attitude. This
could reflect a situation where some
familiarity with the information sources
could result in ready acceptance of their
usefulness, and if unwarranted, perhaps
a dangerous acceptance.
Conclusions
In terms of the stated objectives of
this study, the conclusions which follow
form the results are:
1) significantly more investors view
the financial statements as not
useful in making investment
decisions,
2) other information sources are
viewed as more useful in invest
ment decisions than financial
statements,
3) the investors surveyed do hold
some but not many misconcep
tions about the information con
veyed in financial statements, and
4)
individual investors’ background

Evaluative variable

Direction and level of significance

General information sources:
Annual reports
Friends, relatives and business associates
Industry publications
Investment advisors
Magazines
NYSE, AMEX publications
Newspapers
Quarterly reports
SEC filings
Stockbrokers
Subscription advisory services

_ ***

_*
_ ***
_*
n.s.
_ ***
+ ***
_ ***
_ ***
n.s.
_ ***

Financial statement sections:
Auditor’s report
Balance sheet
Footnotes
Income statement
Statement of changes in financial position

_ ***
_*
_ ***
n.s.
n.s.

Alternative information sources:
Cash flow information
Financial ratios
Independent management evaluation
Inflation adjusted financial statements
Projected financial information
Segment financial information

_*
n.s.
+ **
n.s.
n.s.
n.s.

Table 2: Direction and level of
significance of the responses given to the
evaluative questions

SEC
Survey

Current
Survey

61%

15.2%

Balance sheet

86%

37.7%

Footnotes

72%

23.2%

Income statement

91%

43.7%

Statement of changes in financial
position

72%

47.0%

Financial statement section
Auditor’s report

Table 3: Comparison of relative frequencies of useful
ratings given to the financial statement sections by
subjects in the SEC survey and the current survey.
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as to the number of finance/ac
counting related courses/ seminars
does have a significant
relationship to their view of infor
matin sources usefulness.
These results do not support the SEC
survey. Due to the educational level of
the current survey sample, these results
could be hypothesized to more accurate
ly represent information source
usefulness to sophisticated investors
rather than to investors with a
somewhat naive view of statement
usefulness. Whether or not this is a valid
inference, the occurrence of the low
rating given financial statements by well
educated investors relative to other
sources does indicate that the dynamic
nature of financial accounting to
provide a useful primary investor infor
mation source has not been maintained.
Even more seriously, the objective of
the accounting profession to provide
general purpose financial statements
could be questioned. If the SEC and the
current survey respondents did possess
common meeds, as the APB postulates,
then the survey results should not have
been so divergent.

What then is the solution? The
current study indicates that more useful
sources than financial statements are
now available to stockholders as six of
the general information sources were
rated higher than financial statements as
a composite. In addition, four of the
alternative information sources were
also rated higher. Information as to the
quality of management was also highly
rated by respondents in the Baker &
Haslem (1973) and SEC (1977) survey.
Perhaps, then, the efforts of accounting
for the needs of the individual investor
have been misdirected. Development or
adaptation of alternative information
sources to financial statements may
prove more useful to individual in
vestors, especially in view of the tem
poral constraints and attempts at con
densed presentation which render finan
cial statements untimely and incomplete
as an investor information source. For
instance, constructive data could emerge
with preparation of investor informa
tion from the plethora of data now re
quired by the government and its agen
cies for general consumption regarding
the firm, its products, general informa
tion and industry conditions. The pre
sent survey indicates much of this infor
mation is considered highly useful but
inaccessible by respondents. Ad
ditionally, then the accounting profes
sion might be better served by directing

its efforts toward a narrower user group,
possibly the sophisticated analyst and
the firm’s creditors, resulting in more
functional reports for all interest
groups.
■
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A Short History
Of Budgeting
by Dale L. Flesher and Tonya K. Flesher

Budgeting plays a prominent role in
the practice of modern business
administration. Such has not always
been the case. Despite a long evolution,
budgeting is essentially a twentieth
century innovation. A brief study of
budgeting’s evolutionary period should
provide modern budget personnel with
a more appreciative perspective of their
work.
The word budget is derived from the
Latin word bulga, meaning leather bag
or knapsack. Later the term was also
applied to whatever was contained in
the bag. The development of the
modern meaning of the word goes back
to early medieval France and to the days
of the troubadours. These strolling
players assigned to one of their
members the task of handling funds of
the company which were kept in a
leather bag (bougette). This custodian
became known as the budgeter. This
simply meant that he supplied the funds
for the group. Thus, the early definition
of budget was that of a supply of
something contained in a bag, or a
supply of funds.
Governmental Budgeting
Even though the term budget was not
used until medieval times, the concept
of budgeting can be traced to the
beginning of history. The Babylonians
and Egyptians employed elaborate
systems of control over grain supplies
and money. The Romans relied on
estimates of income and expenses to
assess a tax based on the ability to pay.
Forecasts are even mentioned in the
Bible.
English Beginnings
Little is known about the budgets of
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the early Romans, Babylonians, and
Egyptians. Consequently, the English
are usually given credit for the first real
budgets as they are known today. King
Henry I, who reigned from 1100 to
1135, is credited with the first use of the
modern budget. The modern budget of
King Henry differed from the earlier
control systems in that the common
man had a voice in the financial matters.
Thus, King Henry advanced the ideas of
budgeting and democracy. Today,
every leading country in the world
utilizes the science of governmental
budgeting. History reveals that any time
this right to participate in the financial
affairs of a government is denied,
serious trouble results. The English
revolution of 1688 was an example of
this as were the American Revolution
and the French Revolution.1 Thus,
budgeting is virtually synonymous with
democracy in that the early connotation
of budget related to the manner in
which funds were supplied and
democracy is concerned with “taxation
with representation.”
The early literature on budgeting is
limited to the budgeting of public funds.
The original purpose was to curb the
extravagance of monarchs. As early as
1760, the English Chancellor of the
Exchequer presented the national
budget to Parliament at the beginning
of each fiscal year. The budget was the
Chancellor’s report on national
finances. The budget served to protect
the people from excessive taxation in
that the estimate of expenditures in the
budget also had to include a
recommendation as to methods of
levying taxes that would be needed to

provide funds for the estimated
expenditures. Thus, the English budget
served two functions: to curb the
spending of public officials and to
control the king’s power to tax. This
procedure was an accounting control
procedure over incomes and
expenditures. The budget was primarily
in the form of an accounting statement
and was prepared by the officer in
charge of national accounts, the
Chancellor of the Exchequer. Thus,
here was an early connection between
accounting and budgeting.

The budget speech presented by the
Chancellor of the Exchequer included
an accounting for the past expenditures
and an estimate of future expenditures
with a proposal for a tax levy. The
budget was then an outline of the ways
and means of providing the supply of
funds needed to meet expenditures and
was a positive concept. To many, this
concept of the budget has been
transformed into a negative one of
restricting expenditures. It is interesting
to note that the British interpretation of
a governmental budget to this day is
that of providing revenues. The budget
is not considered until after the
estimates of expenditures have been
made. In the United States, the estimate
of expenditures is called a budget.
The New World
The first evidence of the use of a
budget in the United States is the
informal budgetary statement that was
submitted by Alexander Hamilton, the
first Secretary of State, on January 9,
1790, to the House of Representatives,
as part of his document entitled A
Report on Public Credit. That report
included an estimate for the services of
the current year. The first formal United
States government budget was not to
come until over a century later.
The various state governments
adopted budgets before the federal
government. From 1911 to 1919, fortyfour states enacted budget laws.2 Many
cities and other municipalities had
begun using budgets even earlier.
Municipal budgeting was used
extensively during the late 1890’s as a
result of public pressure in the larger
cities. By 1920, nearly all American
cities had adopted a budget system.
These reforms were prompted as a
reaction to the political gangs, such as
Tweed in New York.
The public pushed for a national
budget during the period from 1890 to
1920, but Congress refused to act.
President Taft was the most vigorous

advocate of a national budget, but his
one term in office was insufficient time
to get a system adopted. It was not until
1921 that the federal government finally
adopted a formal budget system. Up to
that time the financial plan consisted of
a collection of individual departmental
requests. The 1921 act gave the
President the primary responsibility for
submitting a complete budget to the
Congress and established the bureau of
the budget in the Treasury Department.
Charles Dawes was the first director of
the budget.
The period just prior to the turn of the
twentieth century was also the period
when emphasis was first placed on the
personal budget. Although Ernest
Engel, a Prussian, had presented his
four laws of family expenditure as early
as 1857, it was not until 1899 that the
first attempt in this country was made at
household budgeting. In that year,
Ellen H. Richards published The Cost
of Living. Her work led the bureau of
home economics of the Department of
Agriculture to adopt the family budget
as a major object of study.3

Business Budgeting
Planning is an important process in
the business world. This process could
be seen in Biblical times when Joseph,
the Prime Minister of Egypt, forecast
the seven lean years in his interpretation
of a dream. The progress of planning in
business has gone from dreaming to
guessing and from guessing to scientific
forecasting. Although some large
businesses in the U.S. used budgets
prior to World War I, these were only in
certain areas or departments. The
complete budget came later in the
development. First, firms tried to limit
the expenses which were felt to be
luxuries, such as advertising, research,
and personnel. Thus, the first use of
business budgeting was for purposes of
restricting expenditures — not
measuring effectiveness.
After Frederick Taylor brought
standardization to production costs
through his work with time studies and
test runs in 1911, production costs could
be accurately computed and attempts
were made to control the production
process. Taylor’s work in setting
standards through his scientific
methods constituted an important
phase goes back to the early
development of cost accounting. The
efforts of industrial engineers to reduce
costs made cost finding a matter of
prime importance. Cost accountants
were required to provide adequate cost

records. Next, these records had to be
summarized for management, which led
to experimentation in the design of cost
systems. The development of cost
accounting theories ultimately led to the
idea of standard costs, which was
a major factor in the development of
business budgeting. Eventually, all
operations of the business, not only
production costs, were standardized.
The preparation of budgets became
more scientific. Thus, the early history
of business budgeting is closely tied to
the evolution of cost accounting and
industrial engineering.
Scientific-Management Influence
The early period of development of
business budgeting can be traced back
to 1880 in the United States when a
group of industrial engineers banded
together to form the American Society
of Mechanical Engineers. This group
criticized traditional accounting and ad
vocated other ways of measuring
business results. Members of this band
of advocates of scientific management
included F. W. Taylor, Towne, Halsey,
and Metcalfe.4 At the same time, ac
countants such as J. Whitmore, H. R.
Hatfield, and others responded to this
challenge. The first decade of this cen
tury was the most fruitful period for the
development of management account
ing through the promotion of reciprocal
relations between engineers and accoun
tants.
The early and fundamental idea of
standard costs and business budgets was
concurrently evolved by engineers dur
ing the first decade of this century.
Henry Hess, an engineer, devised the
fundamental ideas of profit planning
supplemented with break-even analysis
in 1903. Another engineer, C. U.
Carpenter, in 1907, used Hess’concepts
and originated the business budget idea
(although he did not use the term
budget). Carpenter originated the ideas
of budgetary control and budget
variance analysis. The appearance of
these new viewpoints were closely
related to the social and economic situa
tion at that time which was marked by
chronic overproduction and the
recessions of 1903 and 1907.5
The period after 1920 has been one of
substantial and rapid growth in the use
of budgets. It was in 1922, when J. O.
McKinsey published his Budgetary
Control,6 that industrial budgeting
received its biggest impetus. World War
I and the resultant emphasis on efficien
cy provided adequate stimulus and
McKinsey’s work summarized all ex

perimentation to date into a complete
budget program for industry. His book
was the first attempt to cover the budget
program for industry. It was also the
first attempt to cover the entire
budgetary program.

Panacea for Depressions
It was the Great Depression which led
to the widespread adoption of
budgeting. By then, it became evident to
firms of all sizes that budgeting was es
sential for profitability. The writings
about budgeting were at their peak dur
ing the decade of the 1930’s.
Businessmen heralded the budget as the
panacea for all economic ills. As a
result, budgets were misused. There
were arbitrary reductions of personnel
and ill-planned and unrealistic cost
reductions. In this climate, budgeting
became enshrouded in an aura of
negativeness. The budget became a sym
bol of oppressive action and resulted in
bad experiences for many individuals.
Much of the distrust and suspicion of
budgets today may be traced to that
period and the manner in which budgets
were first introduced to many
Americans.
Industrial engineers continued to
contribute to the development of
business budgeting in the decade of the
1930’s. Most notable was John H.
Williams whose book The Flexible
Budget was written in 1934. This book
was the first major publication to bring
the concept of flexible budgeting to the
attention of the manager. Williams
separated cost accounting and
budgeting into two separate subject
areas. He contended that budgets are
based on foresight, while cost account
ing is based on hindsight. Thus, he said
that a budget should be prepared so that
any businessman can understand it
without any knowledge of accounting.7
The true pioneer nature of this book can
be appreciated even more when it is
noted that in all of the publications of
the National Association of Cost Ac
countants (NACA), only one reference
appears on flexible budgeting prior to
1930 and only six references may be
found prior to 1935. This is unusual
because books are usually preceded by
journal articles on the same topic.
Another engineer, C. E. Knoeppel,
employed the concept of a flexible
budget in his book, Profit Engineering,
published in 1933. Knoeppel called his
concept a “Profitgraph.” In its simpliest
form, the Profitgraph was merely the
graphic presentation of a flexible
budget.
January 1979/13

During this same period, Walter
Rautenstrauch published The
Successful Control of Profits (1930).
Rautenstrauch, also an engineer, is
credited with the development of the
breakeven chart.2
3*578
Wartime Priorities
The next stage in the development of
business budgeting began with the start
of World War II. The government spon
sored defense programs began to shift
emphasis away from cost control and to
focus attention, instead, on the necessity
of getting a job done. Production
programs and delivery schedules
became the keys factors in business
planning. As material shortages in
creased, firms were forced into es
tablishing some kind of an overall plan
in order to meet production quotas. It
was this period which brought about the
emergency of the production planning
and scheduling activity as a major part
of budgetary control. As the war
progressed and there was lessening of
demand, interest again focused on
production costs. The U.S. government,
who was the major customer, began to
indicate a growing interest in com
petitive bids. The ability to produce no
longer was the prime requirement for
obtaining a contract.
Additional evidence of the changing
times was the movement for installation
of standard cost techniques in govern
ment operated plants. Since there were
salary and wage differentials in different
parts of the country, the government
needed to find some common unit of
measure for comparing the jobs being
done by competing facilities. A standard
cost system proved to be the common
denominator which leveled out the
variations.
The Competitive Edge
Despite the increased emphasis on
cost control, it was not until the end of
the Korean War that most firms began
to adopt a realistic appraisal of budget
techniques. With the tapering off of
post-war consumer demand, the
necessity for reestablishing a firm com
petitive position became the major ob
jective for most businesses. Also, a
number of important by-products
began to emerge from budget planning
— the advantages of advance planning,
the expansion of the budget idea into a
master plan for coordinating all ac
tivities, and as a potential management
tool. In the 1950’s, there was more
emphasis upon the extension and refine
ment of budget plans. Probably the ma
jor contribution to budgeting in the
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1950’s was the undertaking of
behavioral studies in budgeting. Chris
Argyris’ book, Impact of Budgets on
People, was the forerunner in this area.
The 1960’s and 1970’s have witnessed
further refinements in the budgetary
process. The most publicized of these
has been the concept of zero-base
budgeting. The first formal zero-based
budgeting system was that used by the
U. S. Department of Agriculture in
preparing its 1964 budget. Its use in that
department was temporary. Texas In
struments, Inc. was the next to utilize
zero-base budgeting in 1969 and 1970.
That firm is given the credit for develop
ing zero-base budgeting in the form that
is known today.9
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Summary

Though of rather recent acceptance,
the seeds of budgeting were planted
many centuries ago. The earliest
budgets represented revenue plans for
governmental bodies. Budgets became
commonplace among American
governmental units during the period
from about 1880 to 1921. Cities were
first to implement budget systems,
followed by states and then the federal
government.
The first two decades of the twentieth
century marked the germination period
of business budgeting. The seed was
there and it was nurtured by industrial
engineering and cost accounting.
Business budgeting finally bloomed
during the 1930’s. However, the concept
had changed somewhat from that of
earlier decades. Whereas the first
budgets were conceived as a positive
concept where funds were supplied to
cover expenditures, the budgets of the
1930’s were seen in a negative manner
where expenditures were eliminated.
World War II contributed to the
development of budgeting in that
material shortages and delivery
schedules became as important as cost
control. Recent years have witnessed
contributions by behavioral scientists to
the science of budgeting. Statisticians
and economists have also played a role
through research in the area of business
cycles.
The study of budgeting history is an
interdisciplinary study. Accountants,
engineers, behavioral scientists,
statisticians, economists, and politicians
have all played major roles in the
development of budgeting. A budget is a
blend of many ideas. Perhaps future
developments in budgeting will be deriv
ed from still other disciplines. ■
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Zero - Based Budgeting:
Is it New,
Or Unique?
by M. Frank Barton, Jr. and Darryl G. Waldron

Zero-based budgeting is attractive budgeting. Based on guidelines provid
conceptually and provides many ed by management, for a budget line
avenues for implementing imaginative item to survive, the function must be
approaches to managerial decision justified at a selected level of operation
making. It is not a new or unique ap and cost corresponding to that level of
proach to budgeting, as many have tried activity when measured through
to suggest, but a practical approach that cost/benefit and performance analysis.
has been used by good managers since Support necessary to operate at
the early days of the commercial different levels is subjected to incremen
revolution.1 In applying zero-based tal analysis and scarce resources are
budgeting one is forced to consider each allocated to those activities promising
function performed, the expected the greatest incremental gain. Prior
benefits of each alternative, and the cost years’ budgets may be useful in an
of those benefits. Budgeting systems historical sense for identifying work
labeled as traditional are, upon closer trends and relationships among critical
examination, contemporary in nature. performance variables; however, no
They were devised for use in item is considered above question, and
organizational settings which often en every activity must be cost justified at
courage suboptomization and “empire forecasted operating levels. Here, for
building” by managers who are accoun example, “same as last year” sufficient
table to a diverse set of constituents hav cost justification under the incremental
ing significantly different information approach used by at least least one
requirements, to say nothing of invest leading multinational firm with which
ment objectives. True budgeting is the writers are familiar would be clearly
really zero-based budgeting, found, per insufficient justification under a
haps, in its purest form, among small zero-based system.
businesses unable to afford the more
Zero-based budgeting should not be
popular incremental approach.2
viewed solely as a means of cutting cost,
Commonly accepted budgeting but rather as a method of gaining more
processes are still a part of zero-based effective control of an organization and
budgeting with one important qualifica its cost generating activities. In both
tion; all items at all levels are ques government and industry we continual
tioned. Management is encouraged to ly hear the comment, “if we had the
search actively for business oppor funds and adequate staffing, that service
tunities, to forecast business en would be provided” while undertaking
vironments, and to establish measurable projects in other areas that are neither
business objectives and develop long- required nor of equal benefit to owners,
range plans. The development of annual clients, or the public. The zero-based ap
or short-range plans and profit objec proach provides for the identification of
tives integrates capital rationing and these less productive functions and
cost-benefit analysis with line item promotes the redirection of scarce

resources to activities which promise the
greatest incremental gain for the
operation as a whole.3
Implementing a zero-based
budgeting system can, and often does,
represent a threat for many employees,
particularly where it constitutes a
radical departure from established
budgeting practices. The employee’s job
security is often perceived as being
threatened and, in many cases, in
dividuals are ill-equipped to actively
participate in the zero-base process.
Management can, to some extent, offset
such problems through training
sessions involving top, middle, and
lower levels of management as well as
operating personnel who will ultimately
determine the success of any changes in
the budgeting process. Such training
must precede installation of a zero-base
system. Emphasis should be placed on
the potential of zero-base budgeting for
generating improvements in services,
identifying and supporting essential
functions not adequately funded under
existing budgeting procedures, for im
proving managements ability to exercise
control within their functional areas,
and the specific benefits that will accrue
directly to management and operating
employees as a consequence of more ef
ficient resource utilization.
The chances of sucessfully implemen
ting a zero-base budgeting system can be
enhanced by first developing a strategy
for initiating the necessary changes:4

1. Conduct a series of meetings to
discuss zero-based budgeting,
educating those expected to use
it—exploring what it is and what it
is not and what it can and cannot
realistically accomplish.
2. Discuss the application of zero
based budgeting to “our” situation
and the importance of optomizing
system-wide performance.
3. Develop a manual of operation
with guidelines for identifying
decision work units, minimum in
crements and ranking of decision
units.
4. Conduct training programs for
unit managers during which
emphasis is placed on similarities
as well as differences in existing
and planned systems.
5. Establish a timetable for each pro
ject, using, to the extent possible, a
participatory approach.
6. Provide guidance to unit
managers as budgeting processes
are conducted and refined.
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7. Assist top management in their
evaluation of functional rankings
and work increments.
8. Emphasize the integration of func
tional units and related decision
packages to achieve a “systems
affect”.
9. Prepare and assemble the budget
on a system-wide basis.
10. Emphasize participation and open
communication throughout the
budgeting process.
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The adoption of zero-base budgeting
since Texas Instruments, Inc., pop
ularized the concept in 1970 has been
widespread. Well over one hundred
companies have embraced the zero-base
concept including Allied Van Lines,
Westinghouse, Xerox and such public
entities as the State of Georgia, and the
State of Texas. Refinements in the
process have come with the broader
acceptance and a more realistic ap
preciation of what zero-base budgeting
can and cannot accomplish. Among the
proven advantages accruing to users of
zero-based budgeting are:
1. A more efficient allocation of
financial resources.
2. A more formalized structure for
budgeting discretionary costs.
3. Early initiation of strategic plan
ning well in advance of the
budgeting process.
4. Increased participation by lower
and middle management in the
budget process.
5. Improved quality and quantity of
information at all levels of
management.
6. Greater availability of data
necessary for measuring effec
tiveness and, to a lesser degree, ef
ficiency for discretionary cost
centers5
The term “zero-based” budgeting
may be new, although the concept is not.
It has, however, caught the imagination
of many managers in the public and
private sectors. Its adoption can result
in the improved use of resources, better
products and services, and increased
profit for investors, particularly in those
situations where abuses of incremental
budgeting are tolerated or even provid
ed for. Zero-based budgeting offers a
theoretically sound basis for identifying
essential work functions, reallocating
resources, improving planning, and
better controlling operations. Used cor
rectly, the zero-base approach to

budgeting can complement the develop
ment of an integrated organizational
system. However, as is so often the case,
the level of acceptance is at least as im
portant as the technology involved in
converting planned to actual
performance. ■
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1Actually, the first evidence of the implementa
tion of a formalized zero-base system occurred
within the United States Department of
Agriculture during preparation of their 1964 fiscal
year budget. Secretary Orville Freeman who, as
governor of Minnesota, had developed a keen in
terest in budgetary problems stated as early as
1961: “I think we should in a real sense reconsider
the basic funding for each program —justify them
from zero in the budgetary phase.” Letter from
Orville Freeman, United States Secretary of
Agriculture, to David Bell, United States Director
of the Budget, Washington, DC, August 16,1961.
2The “incremental approach” as it applies to
budgeting, suggests that attention is focused on
only the changes or marginal differences that oc
cur between existing appropriations and proposed
expenditures. Such a process accepts the existing
base and examines only the increments which ex
tend the current budgeting program into the
future. Such an approach encourages the curve of
expenditure activities to be continuous and up
wards. For a more comprehensive discussion of
incrementalism applied to budgeting refer to:
Charles E. Lindblom, “Decision-Making in Taxa
tion and Expenditures”, Public Finances: Needs,
Sources, and Utilization, (Princeton, N.J.:
Princeton University Press, 1961), pp. 287-93.

3While it represents a separate area of study, the
reader may find it worthwhile to review the con
cept of “management from a systems point of
view”. One objective of an effective budgeting
system should be the integration, through more ef
ficient control, of organizational sub-systems into
a functioning whole. This concept is carefully ex
amined in: Robert J. Mockler, “The Systems Ap
proach to Business Organization and Decision
Making”, California Management Review, Vol.
11, No. 2, pp. 53-58.

4ln this article, zero-base budgeting is defined
as: An operation, planning, and budgeting
process, which requires each manager to justify his
entire budget request in detail, and shifts the
burden of proof to each manager to justify why he
should spend any money. This procedure requires
that all activities and operations be identified in
decision packages which will be evaluated and
ranked in order of importance by systematic
analysis. For a more detailed presentation refer to:
Peter A. Phyrr, “Zero-Base Budgeting”, Harvard
Business Review, Volume 48, Number 6,
November-December, 1970, pp. 111-21.

5George S. Minmier, “Zero-Base Budgeting: A
New Budgeting Technique for Discretionary
Costs”, Mid-South Quarterly Business Review,
Volume XIV, No. 3, October, 1976, pp. 3-8.
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Employee Meals
The Most For You —
The Least For The IRS

By Betty Borrett

There are various ways a taxpayer
employee can treat the cost of meals.
The tax treatment depends upon the
manner in which the employee receives
the meals. For example, the employer
can (1) furnish the meals in kind, (2)
reimburse the employee for the cost (or
by an allowance plan) or (3) let the
employee take care of the meals. If the
employee pays for the meals, he can try
to take a deduction for the expense. Re
cent court decisions in the area of
employer furnished meals have limited
the tax benefits to arrangements in
which meals (not cash allowances) are
supplied by the employer (not a third
party).1 Another recent decision in the
withholding area has restricted the im
pact of the cases regarding employer
furnished meals.2 A discussion of these
changes in conjunction with other alter
natives available can prove helpful to
the taxpayer-employee in planning his
tax situation.
Employer Furnished Meals
In certain circumstances meals fur
nished by the employer are not included
in the employee’s income as a form of
compensation. The effect is a free meal
for the employee and a trade or business
deduction by the employer. This is an
exception to the general rule of what
constitutes income under the Internal
Revenue Code.
The Internal Revenue Code of 1954
defines gross income by giving a list of
examples, but it explicitly states that
gross income is not limited to such
items. Explicitly listed as being in gross
income is “compensation for services,
including fees, commissions, and similar
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of the employer” meant that “in
order for the value of meals... to be
excluded from gross income the
meals must be furnished... at a
place where the employee per
forms a significant portion of this
duties or the premises where the
employer conducts a significant
portion of his business.”5

A similar conclusion was found recent
ly.
CASE: In Goldsboro Christian
School Inc. lodging furnished for
schoolteachers was not located on
the business premises because the
premises were found to be the
school’s physical facilities in which
the teaching occurred.6
Thus the “business premises” means
either (1) property that constitutes an in
tegral part of the business property or
(2) premises where the company carries
on some of its business activities. The
courts have broadened the meaning of
items.”
The Regulations expand on this premises by encompassing areas on
which the company carries on some of
definition:
Gross Income a) General definition. its business.
Gross income means all income from
CASE: In Carlton R. Mabley, Jr.
whatever source derived, unless exclud
the petitioner was required along
ed by law. Gross income includes in
with other officers of the company
to attend daily luncheon con
come realized in money, property, or
ferences in a hotel suite rented by
services. Income may be realized,
the company. The petitioner con
therefore, in the form of services, meals,
accommodations, stock, or other
tended that such conferences were
property, as well as in cash.3 (Emphasis
held for the purpose of providing
necessary daily contact among the
added.)
Where services are paid for in property,
officers and for the purpose of
the fair market value is includible in
conserving time which might
gross income. Therefore, the value of
otherwise be consumed by
meals furnished to an employee is in
separate conferences among
cludible as compensation, except to the
various officers. The Tax Court
extent excluded by Section 119.
held that such reasons constituted
“a substantial noncompensatory
Code Section 119 and the regulations
thereunder state that the value of meals
business reason” of the employee
and that the suite constituted “the
furnished to an employee is excluded
from gross income if two tests are met:
business premises of the
employer.”7
(1) the meals must be furnished on the
business premises of the employer
and
Although the courts have previously
(2) the meals are furnished for the interpreted “premises” broadly, it
convenience of the employer.4
appears the Fourth Circuit is construc
Business Premises
ting strict interpretation.
What constitutes the employer’s
CASE: Recently in Koerner, the
business premises has been the issue in
Fourth Circuit held that the
various court cases and is determined by
phrase “furnished on the business
considering the facts of the situation.
premises of the employer” is
CASE: In Anderson the taxpayer,
neither vague nor indefinite and
a motel manager, was provided a
thus “the highway patrolmen
house “two short blocks” from the
while engaged in their duties con
motel as a condition of his
cededly were not furnished
employment. The Sixth Circuit
meals”...on the business premises
strictly construed the language of
of the employer.
Section 119 and held that the
Further the Court recognized its
phrase “on the business premises
dissension from other opinions.

income.
Meals furnished without a charge.
The Regulations explicitly state that in
order to determine if the meals are fur
nished for the convenience of the
The Fifth Circuit has a broad employer, the facts and circumstances
interpretation.
must be analyzed. If the facts satisfy one
CASE: In Barrett, the Court held test then the exclusion will apply
that amounts paid as reimburse regardless of the wording of any
ments for meals purchased while employer-employee agreements which
on duty as state policemen were state that the meals are part of the
not income to them because the employee’s compensation. The test:
(1) the meals must be furnished for a
meals were furnished on the
substantial non-compensatory
“business premises.” Because the
business reason of the employer.13
major business of the state police
is the enforcement of the law in the If an employer furnishes meals as part of
state on a 24 hour basis the meals the compensation (and not for a sub
were furnished on their stantial noncompensatory business
reason of the employer), then the meals
employer’s business premises.9
In summary the business premises is are not for the convenience of the
employer. But on the other hand, if
generally the place where either
(1) the employee performs a signi there is a substantial non-compensatory
business reason for furnishing the meals
ficant postion of his duties or
(2) the employer conducts a signifi even though they are also furnished for a
compensatory reason, the meals will be
cant portion of his business.
regarded as being for the convenience of
the employer.14 Thus, it becomes impor
Convenience of the Employer
Meals furnished with a charge. Sec tant to decide what is considered com
tion 119 covers an exclusion not only for pensatory and what is noncompen
meals but also for lodging providing for satory.
the convenience of the employer. In
order to get the exclusion for lodging, Noncompensatory
the employee must accept the lodging
Meals are considered provided for a
“as a condition of his employment.” No noncompensatory reason if they:
such requirement exists in the Code for
meals although the regulations state (1) are furnished during the employee’s
working hours to have the employee
that if the employer provides meals
available for emergency calls during his
which an employee may or may not
meal period. (The possibility of an
purchase, the meals will not be regarded
emergency must be verifiable by past
as furnished for the convenience of the
experience or that they can reasonably
employer.10 The version of Section 119
be expected to occur, or are such
passed by the House of Representatives
emergencies which will result in the
required both meals and lodging to be
employer calling the employee to work
conditions of employment in order to be
during his meal.)
excludible but in conference the House (2) are furnished because the employee’s
work is such that the employee must be
conferees accepted the change from the
restricted to a short meal period. (An
Senate which dropped this requirement
example given of a “short” meal period
for meals.11 Although the reasoning is
is 30-45 minutes. Meals may qualify if
not clear, the fact that the change was
the peak workload occurs during the
discussed in conference leaves little
normal lunch hours but meals cannot
doubt that it was intentional.
be considered restricted to a short
There is an alternative for the
period when the reason for restricting
employee who is charged a flat rate (for
the period is to allow employees to leave
example, by subtraction from his stated
earlier in the day.)
compensation) irrespective of whether (3) are furnished because they could not
otherwise be obtained during the lunch
or not the employee accepts the meals.12
period. (Such situations occur when the
The flat charge is not includible in gross
employer is located in an area which is
income but to determine whether the
sufficiently far away from any food
meal is furnished for the convenience of
facilities to enable employees to leave
the employer, the value of the meal is
the business premises, order, eat and
subject to the test regarding meals which
return within the normal lunch period.)
are furnished without a charge (see (4) are served to a number of employees
below). If the meals are found not to be
and the reasonfor serving substantially
for the convenience for the employer,
all of those employees is noncompen
then the value will be included in gross
satory, then the reason for serving the

“We realize that in directing
judgment...we are going against
decisions in the Third, Fifth,
Eighth and Tenth Circuits.”8

other employees will also be regarded as
noncompensatory.
(5) are furnished to restaurant employees
or otherfood service employeesfor each
mealperiod which the employees work.
This is regardless if the meal isfurnished
during, immediately before or after the
working hour of the employee.
(6) would have been furnished during work
hours but are furnished after work
hours because the employee’s duties
prevented him from getting the meals
during his work hours.15

These last two are an exception to the
rule that meals must be furnished during
work hours — not before or after — in
order to be for the convenience of the
employer.
Compensatory
Meals are considered provided for a
compensatory reason if they:
(1) are furnished to promote morale or
goodwill of the employees or
(2) are given with the incentive to attract
prospective employees.16

Other important factors
Even if you meet the extensive tests of
the meals being (1) on the business
premises and (2) for the convenience of
the employer, you may not always ex
clude the value of the meal. The courts
have decided that in order for Section
119 to apply, the meals must be fur
nished “in kind.”
CASE: The taxpayer in Kowalski
tried to exclude cash payments
from the employer which were for
lunches. The Supreme Court held
that “thepayments are not subject
to exclusion from gross income
under Section 119, since Section
119 by its terms, covers meals fur
nished by the employer and not
cash reimbursement for meals.”17
The Commissioner has recently follow
ed this same interpretation.
RULING: In Rev. Rul. 77-80, the
allowance provided by an exempt
religious organization to full-time
representatives for groceries with
which meals were prepared on the
employer’s premises were not ex
cluded from gross income.18
The courts have also aroused more con
troversy in another area. The identity of
the donor is not important.
CASE: In Fuhrmann, the tax
payer was furnished lodging on
the employer’s business premises,
a housing project, but he was
denied an exclusion for the rent
and utilities paid to the general
contractor of the housing project
in part because the general conJanuary 1979/19

tractor was not the employer — he
was a third party.19
Although this last case does not in
volve meals, the implications are clear: if
the employer does not furnish the meals
the employee cannot exclude the value
from gross income. The exclusion
would possibly be allowed if an agency
relationship existed between the
employer and the person furnishing the
meals. The relationship would have to
be very clear as the attitude of the courts
are clearly strict.
Thus, the employee can exclude the
value of meals furnished by his
employer if they are
(1) on the employer’s business
premises,
(2) for the convenience of the
employer for a noncompensatory
reason,
(3)
furnished in kind and
(4) furnished by the employer, not a
third party.
The employer in turn can deduct the
value of the meals as a necessary and
reasonable cost of doing business.
If the above criteria are not met the
employee must include the value of the
meal in his gross income as it will be con
sidered a part of his compensation. In
addition, the courts have subjected such
additions to income to withholding tax
es.20 If this is the situation, the employee
may try to be reimbursed for his ex
penses.

Reimbursement For
Employee Meal Expenses
If an employee is reimbursed for an
income-producing expense in some
manner, for example, by allowances,
advances, reimbursements or otherwise,
Regulation Section 1.162-17 (b) (1)
provides a guide for the treatment of the
reimbursement and expense. It states
that if an employee is required to ac
count and does account to his employer
for expenses which are charged directly
or indirectly (via reimbursements) to the
employer then the employee does not
have to report the actual expense or the
reimbursement. Basically, the Regula
tion states that reimbursements do not
have to be included in gross income and
expenses cannot be deducted unless
reimbursements are less than the actual
expenses. In such a case the reim
bursements are included with gross in
come and the expenses are deducted ac
cordingly. Regulation Section 1.162-17
(c) states that if the employee is not re
quired to or fails to account to his
employer, then the expenses and reim
bursements must be a part of the return.
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However, the IRS has relaxed the re
quirements for the employee to account
to his employer.21 If the per diem limits
for employee reimbursement are not ex
ceeded then the employee does not have
to report to the employer and he also
does not have to include either the reim
bursement or the expense on the
return.22 Again, if the reimbursements
were greater or smaller than the ex
pense, then both would be on the return.
Conflicts have arisen in this area and
the reimbursements have, at times been
held to be additional compensation. The
problem centers around the issue of
whether the original expenses were for
the benefit of the employer or the
employee. If the expense incurred by an
employee is solely for the convenience
and benefit of his employer, there is no
doubt that the reimbursement will not
be part of the employee’s gross income
and subsequently no deduction is allow
ed for the related expense.23 But, where
an expense is incurred by an employee
which is for his own benefit and con
venience, then any reimbursements are
income to him.24

The problem arises when benefits
enure to both the employee and the
employer. This occurs in cases where the
employee is reimbursed for expenses for
meals.

withholding tax unless the employee is
above the social security wage limit. The
employer then has to pay the govern
ment an amount equal to the social
security paid by the taxpayer-employee.
The effect is therefore (1) an immediate
reduction in cash to the employee via the
withholding and social security
payments and (2) an expense to the
employer if the cash allowances are in
come, as the Supreme Court ruled, then
the employee pays a tax at the end of the
year when he files his federal income tax
return in April.
In summary, the courts have clearly
defined reimbursement or cash
allowances for employer meals as in
come to the employee but they have ex
cluded these amounts from wages sub
ject to withholding. The impact to the
employee is the same as receiving meals
which do not qualify for the Section 119
exclusion discussed above. The impact
to the employer is the same as under
Section 119; the expense is deductible as
a necessary trade or business expense.
As another alternative the employee can
pay for his meals and try to deduct the
expense on his income tax return.

Employee Furnished Meals
Section 162 (a) (2) provides for a
deduction for “all the ordinary and
necessary expenses paid or incurred
CASE: In Kowalski, state police during the taxable year in carrying on
troopers received cash meal any trade or business, including...travel
allowances biweekly in advance in ing expenses (including amounts ex
an amount which varied with the pended for meals and lodging other than
trooper’s rank. The Supreme amounts which are lavish or ex
Court held that such cash meal travagant under the circumstances)
allowances constituted part of while away from home in the pursuit of
gross income since they were a trade or business...” It appears that the
accessions to wealth, clearly section allowing a deduction for such
realized and over which the expenses would be considered personal
trooper had complete dominion.25 and therefore not deductible but such
controversy was lessened by the
The impact of Kowalski was restricted Supreme Court.
in a recent Supreme Court Case.
CASE: In order to deduct expen
ditures for meals as trade or
CASE: The Supreme Court un
business expenses, the Supreme
animously overturned the Seventh
Court in Flowers ruled that three
Circuit in Central Ill. Public Ser
conditions must be met.
vice Co. and held that lunch
(1) “The expense must be in
allowances paid to workers who
curred while away from home.”
were not traveling overnight were
(2) “The expense must be in
not subject to withholding.26
curred in the pursuit of
business,” i.e., there must be a
Thus the Supreme Court distinguish
“direct connection” with the
ed between “income” on which the
carrying on of the taxpayer’s or
employer pays tax and “wages” on
his employer’s business and the
which the employer must withhold tax
expense must be “necessary or
es. Having the payments classified as
appropriate” to the “develop
wages forces the employer to withhold
ment and pursuit of the trade
social security tax in addition to
or business.”

non deductible

Add to Income

EXCLUDE
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(3) The expense must be a
“reasonable and necessary” travel
ing expense.27

Thus purely personal expenses are not
deductible but some expenses which are
personal in nature, but which are in
curred in a trade or business can be
deducted.

Section 162 is also concerned with
transportation and lodging expenses
and the Supreme Court’s conditions
hold for those expenses too. Travel ex
penses are distinguished from transpor
tation expenses in that the transporta
tion expenses are a more narrow con
cept and do not include meals and lodg
ing. This is important because an
employee may treat traveling expenses
(including the cost of meals and lodging)
incurred while away from home as
deductions from gross income but if he
is not “away from home” he may only
deduct transportation costs. Two
questions become apparent because of
the conditions the Supreme Court es
tablished — and they both are in the
most troublesome area relating to ex
penses incurred while “away from
home”:
(1) What is “away from home or
conversely, what is home and
(2) How long must the taxpayer be
away from home in order to
deduct the expenses?

The Commissioner has stated that
“home” is not necessarily a taxpayer’s
residence, domicile, or abode but he has
consistently defined “home” as the tax
payer’s principal place of business. If the
taxpayer has no regular or principal
place of business because of the nature
of his work, home is at this regular place
of abode in a real and substantial sense.
After more than 20 years of cases on the
issue, the Supreme Court upheld the
Commissioner’s definition in Flowers28
and Peurifoy v. Comr.29 The IRS has
stated that “the term ‘home’ is not
limited to a particular building or
property, but includes the entire city or
general area in which your business
premises or place of employment is
located.”30
The Commissioner defined home
similarly in a ruling. RULING: In Rev.
Rul. 56-49, a fireman was not able to
deduct expenses he incurred for lunches.
The fireman was trying to prove that he
incurred the expenses while away from
home but the Rev. Rul. stated that the
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realm of the fireman’s duties encom
passed the entire area and were not
merely limited to a particular building
or property.31
Even though a taxpayer’s home is defin
ed, problems arise with respect to being
away from home. How far away and
how long must the taxpayer stay away in
order to deduct the expenses? The Com
missioner’s rule on the deductibility of
meals on one-day trips is that meals and
lodging are deductible when “incurred
in traveling away from home overnight
in pursuit of business, profession, or
employment.” The term “overnight” as
clarified by the IRS in relation to meals
means a period, not necessarily 24
hours, in which the relief from work is
sufficiently long as to enable you to get
necessary sleep and rest.
The Supreme Court has supported
the IRS on this issue in deciding against
the taxpayer.
CASE: The Court in Correll held that
“the Commissioner’s rule allowing a
deduction for the cost of meals as a
business expense only if the taxpayer’s
trip required him to stop for sleep or rest
is a valid and justifiable interpretation
of the statutory phrase ‘travel away
from.’”33
The requirements of the “overnight” test
are so stringent that the majority of
employees cannot benefit on a regular
basis from the deduction Section 162
allows.
There are other tax aspects to the
employee meals situation than deciding
whether the fair market value of the
meals should be included in gross in
come. The meals are possibly subject to
Federal income tax withholding, FICA
and FUTA. The meals which are not in
cluded in gross income are not subject to
withholding. Those meals included in
gross income are subject to withholding.
FICA (Federal Insurance Con
tributions Act) and FUTA (Federal Un
employment Tax Act) are additional
taxes which must also be considered.34
FICA is partially withheld from the
employee and partially paid by the
employer. FUTA is borne by the
employer. Neither FICA nor FUTA
provides for excluding the value of
meals from wages even though that
value may be excluded from gross in
come.35 Thus, the value of an employee’s
meals is generally subject to FICA and
FUTA but may not be subject to
Federal income tax. In order to avoid
Federal income taxation the tests
described above must be met, but in
order to avoid FICA and FUTA the

employee must fall under a statutory ex
ception. Four common exceptions are
listed.
1) Agricultural labor — Remunera
tion paid to one employee in any
medium other than cash is excluded
from wages if it paid for “agricultural
labor.” Agricultural labor is a service in
the employ of an owner, tenant, or
operator of a farm which is directly
related to farm activities.36
2) Domestic services — Payments to
a person performing household services
in or about his employer’s home are also
excluded from being taxable “wages”
for FICA and FUTA purposes.37
3) Casual labor — Wages for FICA
and FUTA purposes does not include
noncash payments for services not in the
course of the employer’s trade of
business.38
4) Homeworkers — “Homeworkers”
perform services for another usually in
their home or the employer’s home, on a
contract or piecework basis. A common
example is a babysitter. If a
homeworker is paid at least $100 in cash
in any calendar quarter, all his
remuneration, cash and noncash in
cluding the value of meals is subject to
FICA for that quarter. Conversely, if a
homeworker is paid less than $100 in
cash during any calendar quarter, none
of the remuneration for that quarter,
cash or noncash, is subject to FICA.
Because there is no specific provision
excluding from FUTA compensation
for services performed by homeworkers,
common law governs whether the
homeworker is an employee.39 FUTA
must be paid if it is determined that the
homeworker is an employee and it need
not be paid if it is determined that he is
not an employee.
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University of Texas at Austin is an account
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In summary, if meals are included in business expense. Along with meeting
gross income they are subject to other tests the employee must be away
withholding but if they are not in gross from home long enough to require him
income withholding is not required. to stop for sleep or rest.
Clearly, the most advantageous posi
Generally both FICA and FUTA do
apply to the fair market value of meals tion for the employee is to have the
of an employee whether they are includ employer furnish the meals in kind and
fall within the purview of Section 119. It
ed in or excluded from gross income.
is less clear which of the other two alter
Summary
There are various alternatives natives discussed is preferable as items
available to the employee who is trying such as the taxpayer’s cash flow and in
to get the most meal for the least money. come tax bracket must be considered. ■
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Alert
As reported in this column in July,
considerable controversy resulted from
the conclusion of the FASB that
successful-efforts accounting be used by
oil and gas producing companies.
Attention then focused on the Securities
Exchange Commission which recently
indicated that both full-cost and
successful-efforts accounting would be
acceptable in reports filed with the SEC
pending development of a form of
value-based accounting.
The FASB has announced that it will
suspend the effective date of FASB No.
19 by amending the Statement. As a
result, FASB No. 19 will remain as a
part of authoritative accounting
literature, to be amended or interpreted
as future circumstances require.
Official Releases
The following summaries are of ap
proved Statements on Auditing Stand
ards issued by AudSEC and are effec
tive at the date of issuance unless
another date is specified.
Errors and Irregularities
SAS No. 16, “The Independent
Auditor’s Responsibility for the Detec
tion of Errors or Irregularities,” was
issued in January of 1977 to provide
guidance on the auditor’s responsibility
for detecting errors or irregularities and
to discuss procedures to be followed
when an audit indicates that material
errors or irregularities may exist.
The term errors refers to uninten
tional mistakes in financial statements
and irregularities refers to intentional
distortions of the financial statements.
Under generally accepted auditing
standards, the auditor has the respon
sibility to plan an examination which
will search for errors or irregularities
that would have a material effect on the
financial statements and to exercise due
skill and care in the conduct of that ex
amination. The scope of the examina
tion will be affected by the auditor’s con
sideration of internal accounting con
trol, by the results of substantive tests
and by circumstances that raise
questions concerning management’s
integrity.
Examples of circumstances that may
lead the auditor to question whether
material errors or irregularities existare
as follows:
- discrepancies in the accounting
records,
- differences disclosed by confir
mations or receipt of significantly
fewer confirmation responses than
expected,
24/ The Woman CPA
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- transactions not supported by
proper documentation or not
recorded in accordance with general
or specific authorizations of
management, and
- the completion of unusual transac
tions at or near year end.
In considering whether management
may have made material misrepre
sentations or may have overridden con
trol procedures, the auditor should take
into account the nature of the entity un
der audit, the susceptibility of the item
or transaction to irregularities, the
degree of authority vested at various
management levels and the auditor’s ex
perience with the entity.
It is important to recognize that the
auditor’s examination is based on the
concept of selective testing of the data
being examined. Therefore, the auditor
is subject to the inherent risk that
material errors or irregularities, if they
exist, will not be detected. This risk is
increased by the possibility of
management’s override of internal con
trols, collusion, forgery or unrecorded
transactions. It is reasonable for the
auditor to rely on the truthfulness of cer
tain representations and on the
genuineness of records and documents
obtained during the examination unless
the examination reveals evidential
matter to the contrary. The auditor can
not be expected to extend auditing

procedures to seek unrecorded transac
tions unless evidence indicates that they
may exist. If the examination is made in
accordance with GAAS, the auditor’s
professional responsibility is fulfilled.
When the examination indicates the
errors or irregularities may exist, the
auditor must determine whether their
impact may be material to the financial
statements. If it is concluded that they
are not material, the auditor should
refer the matter to an appropriate level
of management that is at least one level
above those involved, with the
recommendation that the matter be pur
sued to a conclusion.
If it is concluded that the error or
irregularity could have a significant im
pact on the financial statements, the
auditor should first discuss the matter
and the extent of any further investiga
tion with an appropriate level of
management that is at least one level
above those involved. If after such dis
cussion, the auditor continues to believe
the matter to be material, the board of
directors or its audit committee should
be made aware of the matter.
The auditor should also attempt to
obtain sufficient evidential matter to
determine whether material errors or
irregularities do in fact exist and, if so,
their effect. If the examination indicates
the presence of errors or possible irregu
larities and the auditor remains uncer

tain as to whether the errors or
irregularities may materially affect the
financial statements, the opinion should
be qualified or an opinion on the finan
cial statements may have to be disclaim
ed. Depending on the circumstances, the
auditor may also consider the withdraw
ing from the engagement and indicating
the reasons and findings to the board of
directors in writing.

Illegal Acts
SAS No. 17, “Illegal Acts by Clients,”
was issued in January of 1977 to provide
guidance to an auditor who encounters
acts of a client which appear to be illegal
and to describe the auditor’s duties and
responsibilities for discovering possible
illegal acts.
Although procedures that are per
formed primarily for the purpose of ex
pressing an opinion on the financial
statements may bring possible illegal
acts to the auditor’s attention, an ex
amination is made on the basis of selec
tive tests and cannot be expected to
provide assurance that illegal acts will
be detected. The auditor’s professional
obligation while conducting the ex
amination is to be aware of the possibili
ty that illegal acts may have occurred.
However, the determination of whether
an act is illegal is usually beyond the
professional competence of a CPA.
Furthermore, the more removed the il
legal act is from the events and transac
tions specifically reflected in the finan
cial statements, the less likely the
auditor is to become aware of the act or
to recognize its possible illegality.
When studying and evaluating inter
nal accounting control and conducting
tests of transactions and account
balances, a transaction that appears to
the auditor to have an unusual or
questionable purpose may raise
questions about the possible existence
of an illegal act. In addition to the in
quiries otherwise made, the auditor
should inquire about (a) the client’s
compliance with laws and regulations,
(b) the client’s policies relevant to
prevention of illegal acts and (c) the ex
istence of internal communications
regarding compliance with laws and
regulations. Unless the auditor becomes
aware of external evidence (such as an
enforcement proceeding) or obtains in
formation from the client’s management
or legal counsel, the examination can
not reasonably be expected to bring
violations of laws and regulations to the
auditor’s attention.
If it has been determined that an il
legal act has occurred, whether of a

material or an immaterial nature, the
auditor must report the circumstance to
the client’s organization at a high
enough level of authority so that the
client may consider remedial actions,
adjustments and disclosures to the
financial statements and such other re
quired disclosures as necessary, such as
to the SEC.
In evaluating the materiality of an il
legal act, the auditor should consider its
effects, if any, on the amounts presented
in the financial statements, including
related contingent effects and im
plications on the degree of reliance to be
placed on internal accounting control
and on the representations of manage
ment. Any contingency resulting from
illegal acts should be reported in confor
mity with GAAP and in the same
manner as other contingencies.
Similarly, the auditor would ap
propriately word the report as provided
by existing pronouncements covering
qualified opinions, adverse opinions
and disclaimers of opinion. If ap
propriate, the auditor may withdraw
from the engagement. As customary,
the auditor’s legal counsel may be con
sulted before withdrawing.
If an immaterial illegal act has oc
curred and the client’s management or
the appropriate level of authority does
not give due consideration to remedial
action, adjustments or disclosures, the
auditor should consider withdrawal
from the current engagement or dis
association from any future relationship
with the client. The auditor should
decide whether the ability to rely on
management’s representations has been
impaired by the circumstances and
responses encountered and must con
sider possible effects of a continuing
association.
The auditor has no obligation to
notify parties other than personnel
within the client’s organization of an il
legal act. It is the responsibility of the
client to decide if there is a need to notify
other parties. However, if the auditor
considers the illegal act to be sufficiently
serious to warrant withdrawal from the
engagement, the auditor’s legal counsel
should be consulted as to what other ac
tion, if any, should be taken.

Replacement Cost Information
SAS No. 18, “Unaudited Replace
ment Cost Information,” was issued in
May of 1977 to provide guidance
concerning replacement cost informa
tion and any supplemental related infor
mation presented in audited financial
statements filed with the Securities and
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Exchange Commission.
The auditor’s objective is to consider
whether the replacement cost informa
tion is prepared and presented in
accordance with Regulation S-X of the
SEC and to determine if management’s
disclosures with respect to the informa
tion are consistent with its responses to
inquiries from the auditor.
The auditor should read the replace
ment cost information and inquire of
management
- whether replacement cost informa
tion is prepared and presented
according to Reg. S-X,
- as to the methods selected to
calculate replacement cost data and
the reasons for selecting them,
- as to the procedures used to compile
the data and as to the relationship
between the data and that suppor
ting the audited financial
information,
- as to the methods and bases used by
management to calculate any
supplemental replacement cost in
formation and
- as to the reasons for changing the
method of calculating replacement
cost information, if the method
January 1979/25
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used in the current period is
different from that of the prior
period.
The auditor’s report does not normal
ly refer to the unaudited replacement
cost information unless the prescribed
inquiries were not made, the auditor
believes that the replacement cost infor
mation does not conform to Reg. S-X or
the information is not clearly labeled as
“unaudited” in the statements.
This statement applies to unaudited
replacement cost information that the
SEC requires to be presented in annual
reports to shareholders. It also applies
to voluntary disclosures of replacement
cost information by other companies
unless the information is clearly
marked as “unaudited” and the infor
mation indicates that the procedures re
quired by this statement were not
applied.

summarizing major representations that
management made to the auditor in the
course of the examination. The purpose
of this statement is to require the auditor
to secure a written representation letter
in order to comply with auditing stan
dards and, in addition, to specify certain
types of matters which would be
included.
The representation letter is intended
to confirm oral representations and to
reduce the possibility of misunderstan
dings concerning the subject of the
representations. The letter constitutes
only part of the audit evidence related to
an item and will not substitute for other
auditing procedures. The auditor may
rely on the truthfulness of
management’s assertions unless the ex
amination reveals evidence to the
contrary.
The statement enumerates some of
the matters ordinarily included in the
representation letter and provides that
only material matters need be covered.
The letter should be addressed to the
auditor and dated as of the date of the
audit report. It should be signed by
members of management responsible
for and knowledgeable about the
matters covered.
Failure to secure a written representa
tion from management concerning an
essential item is a limitation on the scope
of the audit and, as such, precludes
issuance of an unqualified opinion.
Further, management’s refusal to
provide a written representation should
cause the auditor to consider the
reliability of other representations from
management.

Internal Control Weaknesses
SAS No. 20, “Required Communica
tion of Material Weaknesses in Internal
Accounting Control,” was issued in
August, 1977, and is effective for ex
aminations of financial statements for
periods ending after December 23,1977.
The statement requires that the
auditor communicate to senior manage
ment and to the board of directors or its
audit committee material weaknesses
found during an examination if the
weakness has not been corrected before
the auditor discovered it. Management’s
knowledge of material weaknesses
gained from the auditor, as well as from
Client Representations
other sources, is essential before
SAS No. 19, “Client Represen management can fulfill its represpon
tations,” is effective for examinations of sibility to establish and maintain a
periods ending on or after September system of internal accounting control.
30, 1977.
A material weakness involves a condi
In the past, it has been the practice of tion in which the prescribed procedures
many auditors to obtain a written letter or their operation would not prevent, or
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provide timely detection of, errors or
irregularities whose impact on the finan
cial statements would be material. The
auditor may become aware of a material
weakness in internal accounting control
through an initial review of the system
of internal control, by performing tests
of compliance or by performing sub
stantive tests of the accounting records.
Once aware of a material weakness,
the auditor should communicate the
nature of the weakness, either orally or
in writing, to senior management and
the board of directors. This communica
tion should include a separate iden
tification of weaknesses for which
management believes corrective action
is not practicable. The auditor should
restate weaknesses previously reported
if they have not been corrected. The
communication should be made at the
earliest practicable date; the auditor
may consider communication of certain
material weaknesses at interim dates
during the examination. If the auditor’s
findings are communicated orally, the
work-papers should document the
comments made.

Segment Information
SAS No. 21, “Segment Information,”
was issued in December, 1977, to
provide guidance to an auditor conduct
ing an examination of, and reporting
on, financial statements that are re
quired to disclose segment information
in conformity with provisions of FASB
No. 14 as amended by FASB No. 21.
An auditor conducting an examina
tion of financial statements containing
segment information has as an objective
that of determining whether the finan
cial statements taken as a whole, in
cluding segment information and other
informative disclosures, are presented
fairly.
Both qualitative and quantitative
criteria apply to determining the
materiality of segment information.
Certain audit procedures may be
modified to conduct tests which will
assist in determining the materiality of
segment information. Certain audit
procedures may be modified to conduct
tests which will assist in determining
that the entity’s revenue, operating ex
penses and identifiable assets are ap
propriately classified among industry
segments and geographical areas.
As part of the examination, the
auditor should (a) inquire and test
regarding management’s methods of
determining segment information,
(b) inquire and test as to the bases of
accounting for sales and transfers

between segments and geographical
areas, (c) test the disaggregation of the
financial statements into segment infor
mation, (d) inquire and test as to
methods of allocating jointly incurred
expenses and jointly used assets and
(e) determine whether segment infor
mation has been consistently presented.
The auditor’s report on financial
statements containing segment informa
tion could not be unqualified (a) if the
required segment information is mis
stated or omitted, (b) if the segment in
formation is not consistently stated,
(c) if the client maintains that it does
not have segments which are required to
be disclosed and declines to develop in
formation necessary to permit the
auditor to reach a conclusion as to the
accuracy of that representation of (d) if
the auditor is unable to apply
procedures considered necessary in the
circumstances.
In those cases when an auditor is re
quested to report separately on segment
information, either in a special report or
as part of the report on the financial
statements taken as a whole, the
measurement of materiality should be
related to the segment information
separately. Consequently, the auditor’s
examination would be more extensive
than if the same information were con
sidered in conjunction with the financial
statements taken as a whole.

The auditor should prepare a written
audit program to aid in instructing
assistants in the work to be done. The
program will set forth the procedures
that the auditor, as a result of the plan
ning considerations and procedures,
believes should be performed. As the ex
amination progresses, changes to the
audit program may be necessary.
The auditor should obtain an ade
quate knowledge of the client’s business
to enable understanding of the events,
transactions and practices that may
have a significant effect on the financial
statements. For example, this
knowledge should include the client’s
type of business, products and services,
type of capital structure, related parties,
location of the business, its production
and distribution methods, its compensa
tion arrangements and matters that
affect the industry in which the business
operates. This level of knowledge assists
the auditor in identifying problem areas;
in assessing conditions under which
accounting data are developed; and in
evaluating the reasonableness of es
timates, representations by manage
ment, accounting principles employed
and informative disclosures provided.
Supervision involves directing the ef
forts of assistants and determining
whether the audit objectives are ac
complished. Supervision includes

instructing assistants, keeping
informed of significant problems,
reviewing the audit work and dealing
with differences of opinion among audit
personnel. The extent of the supervision
required depends on the complexity of
the examination and the qualifications
of the audit assistants.
Assistants should be informed of their
responsibilities and of the objectives of
the procedures they are to perform.
They should be informed of matters that
may affect the procedures to be per
formed and of their responsibility for
bringing significant accounting and
auditing questions to the attention of
the auditor.
The work of each assistant should be
reviewed for adequacy and to evaluate
whether its results are consistent with
the conclusions to be presented in the
audit report.
The auditor and the audit assistants
should be aware of the procedures to be
followed concerning disagreements
among firm personnel regarding
accounting and auditing questions. An
assistant should be aware of the right to
document disagreement and disassocia
tion with the tentative conclusions of
senior personnel. The basis for final
resolution of any disputed matters
should be documented in the
workpapers.
■

Planning and Supervision
SAS No. 22, “Planning and Supervi
sion,” was issued in March of 1978 and
is effective for periods ending after
September 30,1978. The purpose of the
statement is to provide guidance to the
independent auditor on the con
siderations and procedures related to
planning and supervision.
Audit planning involves the develop
ment of an overall strategy for the ex
pected conduct and scope of the ex
amination. The nature, extent and tim
ing of planning will vary with the size
and complexity of the client, with the
auditor’s experience with the client and
with the auditor’s knowledge of the
client’s business.
In planning the auditor should con
sider the client’s type of business and in
dustry, accounting policies and
procedures, anticipated ability to rely
on internal accounting control,
preliminary estimates of materiality
levels, the financial statement items like
ly to require adjustment, conditions that
may require extension or modification
of the audit tests and the nature of the
reports to be rendered by the auditor.
January 1979/21

An individual who has been awarded
a CPA certificate from one of the
jurisdictions granting them in the Uni
ted States is presumed to be a compe
tent public accountant who can perform
accounting services at a professional
level. Confidence in people possessing
the CPA certificate forms the cor
nerstone of the public accounting
profession.
But what does the designation, CPA,
truly represent? It would seem that cer
tain standards of education, experience,
and examination would have to be met
and that these standards would be
somewhat uniform throughout the
country before any of the jurisdictions
granted a CPA certificate. Such is not
the case. Except for the Uniform CPA
Examination that is prepared by the
American Institute of Certified Public
Accountants’ Board of Examiners and
graded by the AICPA’s Advisory
Grading Service, there is little agree
ment among the various jurisdictions
concerning both the level or type of
education that should be required to
receive the certificate, and after the cer
tificate has been awarded, the contin
uing education that would be needed to
keep it.
Besides education, the jurisdictions
also differ widely on the kinds and
number of years of experience that are
needed before a person can receive a
CPA certificate. This situation exists in
spite of the efforts of the AICPA to
provide guidelines to the various licen
sing bodies concerning (1) the standard
for education, and experience that must
be met before an individual can be
awarded a CPA certificate; (2) and the
continuing education requirement need
ed to maintain a professional level of
competence after the certificate has been
received.The purpose of this paper is to
determine the acceptance of the AICPA
guidelines by examining the accoun
tancy laws of the fifty states, the District
of Columbia, Puerto Rico and the
Virgin Islands that were in force in June,
1978, and comparing them to the
proposed AICPA standards.

Education
The CPA Certificate: What Does It Represent?

Guest Writer:
Richard V. Calvasina
Editor:
Carole Cheatham, CPA, Ph.D.
Mississippi State University
Mississippi State, Mississippi

level of education that a candidate must
have is a college degree plus thirty ad
ditional hours of graduate study and the
program of study must include an accounting concentration or its
equivalent. The exact specifics of this
educational program are not listed in
the Bill; however, the AICPA endorses
the conclusions contained in the Beamer
Committee report that the common
body of knowledge for the accounting
profession is correctly stated in
Horizons For A Profession, and that
five years of college study would be
needed to obtain this knowledge.
In 1969 when the five-year
educational requirement was first
proposed, many jurisdictions did not
have a four-year college degree as the
minimum standard for CPA candi
dates. Recognizing that a problem
might exist in those areas by adopting
the five-year requirement outright, the
Model Accountancy Bill provides for a
five-year transitional period during
which the minimum educational level is
AICPA Model Accountancy Bill
to be an undergraduate degree with an
In May 1970, the Council of the AIC accounting concentration or its
PA formally accepted the conclusions of equivalent. In addition, during this in
the Beamer Committee and included terim, one year of experience is also re
them in the Model Accountancy Bill quired. Once this period expires, there is
that it proposed should be enacted by to be no experience requirement.
every CPA licensing jurisdiction in the
The Beamer Committee proposed the
United States. Chief among the stan elimination of the experience require
dards proposed in this Bill were those of ment for many reasons. The one that
education and experience to obtain the they considered to be the most impor
certificate. In the Bill, the minimum tant was the conclusion that uniform
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standards could not be set nor policed
effectively. In addition it was found that
most of the violators of the Rules of
Professional Conduct were CPA’s with
many years of experience and little for
mal education. In light of these facts, the
committee did not think that work ex
perience should be a part of the criteria
to be met for receiving a CPA certifi
cate. The Council of the AICPA
accepted this conclusion and included it
in the Model Accountancy Bill
approved in May, 1970.
The Bill approved in 1970 was amend
ed at a later date and a continuing
education clause was added. This re
quirement stated that in order for a
CPA to receive a permit to practice, that
individual must produce evidence that
the continuing education requirement
described by the State Board of Accoun
tancy has been met. Although the Coun
cil of the AICPA did not include a
specific description of the continuing
education program, it did provide some
guidelines. The Council suggested that
the minimum amount of time spent by a
CPA should be 120 hours or 15 days of
acceptable study in the three-year
period just prior to registration.
The purpose of this amendment to the
Bill is to help ensure that CPA’s main
tain their level of competency. Because
the accounting profession is in a cons
tant state of development, it would be
impossible for a person to maintain a
professional status without continuing

TABLE I
Summary of the Minimum Educational Standards for
the United States, Puerto Rico, the Virgin Islands
and the District of Columbia in 1970 and 1978

Per Cent
Inc.
(Dec.)

1970

1978

Inc.
(Dec.)

Less Than College Degree
College Degree
Accounting Degree
Graduate Study

33
5
15
0

18
12
23
0

(15)
7
8
—

(45.5)
140.0
53.3
—

Total

53

53

—

—

Education Level

education. Thus, it was decided that a
continuing education requirement was
needed.
Current Education Standard
Eight years after the AICPA
proposed in the Model Accountancy
Bill that one year of graduate
study be the lowest acceptable educa
tion standard for the CPA certificate, no
American jurisdiction had enacted this
requirement. And the range in
minimum education requirements is still
as diverse in 1979 as it was in 1970. In
Table I the minimum education levels
are summarized for both 1970 and 1978.
Eighteen statutes, a decline of fifteen

from the 1970 total, still permitted an in
dividual to receive a CPA certificate
with less than a college degree and
twelve required a college degree but did
not demand an accounting concentra
tion. Only twenty-three jurisdictions, an
increase of 53.3 percent over the 1970
number, now demanded the transitional
standard of a four-year bachelor’s
degree in accounting.
Though none of the CPA licensing
laws contained the five-year standard as
of June, 1978, two states have adopted it
for the future, and the New York State
Board of Public Accountancy is actively
seeking the enactment of the five-year

requirement. After December 31, 1978,
anyone seeking to become a CPA in
Hawaii must have one year of graduate
study in accounting while the same
education standard is to become effec
tive in 1988 in Colorado. These
changes, although reflecting some
progress toward the upgrading of the
minimum educational criteria, still leave
the standards far short of the goal set by
the AICPA.
Current Experience Requirements
Beside the minimum education stan
dards, many statutes allow more than
one level of education with the ex
perience requirement fluctuating direct-

TABLE II
Summary of the Requirement for Experience
at the Various Levels of Education for the
United States, the Virgin Islands, Puerto Rico,
and the District of Columbia at the end of June, 1978

Education Level

Less Than College Degree
College Degree
Accounting Degree
Graduate Study

Total

Total
Listed

Experience
Yes

Required
No

18
22
40
24

18
20
34
20

0
2
6
4

104

92

12
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The University of Massachusetts/
Amherst invites applications for
the position of Chairperson, Depart
ment of Accounting. Candidates should
have efficient administrative skills,
demonstrated competence in account
ing research, a record of effective
teaching, and earned a Ph.D. or D.B.A.
with a concentration in accounting.
CPA or CMA designations are desir
able but not essential. The School of
Business Administration has AACSB
accreditation at both the undergraduate
and graduate levels. The Department of
Accounting and The School of Business
offer BBA, MSBA, MBA, and Ph.D.
degrees. The Chairperson must have the
capability to furnish positive leader
ship, and continue to build and develop
a strong accounting faculty. Salary and
rank are competitive and dependent
upon credentials. Send resumes to
Professor Joseph L. Sardinas, Jr.,
Chairperson, Search Committee,
Department of Accounting/SBA, Uni
versity of Massachusetts, Amherst, MA
01003. The University of Massachusetts
is an Affirmative Action/Equal
Opportunity Employer.

ly in proportion to the level of educa
tion. In Table II the need for experience
at the various levels of education is sum
marized for the fifty states, the Virgin
Islands, Puerto Rico, and the District of
Columbia. In many cases, the statutes
prescribe different education standards
and corresponding experience re
quirements. Where more than one
education standard was mentioned, the
experience needed to satisfy the criteria
increased as the demand for education
was lowered.
Of the eighteen jurisdictions requiring
less than a college degree, the experience
needed to be certified ranges from two
to fifteen years. With a bachelor’s
degree, the experience standard varies
from zero to four years, while with a
master’s degree, the years required
ranges from zero to two. Thus while
allowing less than what the AICPA had
proposed in the Model Bill for the
education standard, many jurisdictions
still recognize the value of higher
academic study to the accountant.
With regard to the elimination of the
experience standard, forty-one of the
accountancy acts studied still demand
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that the CPA candidate have some
qualifying experience at every level of
education. Of this group, eleven meet
the transitional goal of four years of
higher education and one year of ex
perience recommended by the AICPA
with nine of them requiring that the
degree be in accounting.
Of the twelve laws that allow educa
tion to meet the combined educational
and experience requirement, two de
mand only a bachelor’s degree, six insist
that the degree have an accounting con
centration, and four require graduate
study. As a result eight of the twelve
accountancy laws meet neither the in
terim nor the final recommendations
with only four meeting the final
proposal of the AICPA.
Continuing Education Requirements in
1978
The AICPA proposed that practicing
CPA’s be required to maintain their
professional status through continuing
education that was to consist of a total
of 120 hours of classroom study over a
three-year period. Twenty-four states
have enacted continuing education re
quirements into their statutes but not all
of them have required forty hours per
year. Nineteen of the acts now contain
the recommended number of hours, but
the hours of continuing education re
quired by those not following the AIC
PA guideline go as low as twenty hours
per year.
Summary and Conclusions
Although there has been an effort by
the governing council of the AICPA to
create uniform standards for the
awarding of the CPA certificate and the
maintenance of professional quality
through continuing education, this uni
formity has not been achieved. Not one
of the three major proposals (five years
of education and no experience to
receive the CPA certificate after having
passed the CPA exam, and 120 hours of
continuing education every three years
to maintain the permit to practice) have
been accepted and put into law by a ma
jority of the licensing jurisdictions
studied. It would appear that the goal of
having one set of requirements that
would be identical throughout the Uni
ted States is unattainable through the
present approach of allowing jurisdic
tions to pass laws on an individual basis.
Perhaps legislation is truly needed at the
national level to alleviate the incon
sistency of standards.
■
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Church Treasurer’s Handbook, Loudell
O. Ellis; Judson Press, Valley Forge,
Pa., 1978; 144 pages, $6.95.

Reviews

This book provides the church
treasurer with valuable information for
maintaining the records needed not only Writings in Accounting
to present accountability for church
operations, but also provides the
framework for planning and control.
Since generally accepted accounting
principles for churches are not ade
quately defined, this book represents a
Editor: Imogene A. Posey, CPA, CMA
much-needed reference source.
University of Tennessee
The organization of the book consists
Knoxville, Tennessee
of two main parts. Part one (consisting
of chapters two through six) provides
the reader with a discourse on the objec
tives of accounting emphasizing that
church accounting should at a minimum
make use of the double-entry system,
employ periodic reporting to the various
parties concerned, and make use of in church accounting. Not only should in
dependent reconciliation of bank dividuals who are directly involved in
statements. Moreover, a step-by-step the record-keeping function find it a
discussion is given of the accounting cy handy reference work, but also
cle considering the journalizing, posting professionals who are concerned with
and trial balance aspects. The difference the auditing function or providing
between cash and accrual accounting is management-type services.
TRINI U. MELCHER
explained as well as in-depth description
Associate Professor
of the specialized journals, i.e., the cash
receipts and cash disbursements jour California State University, Fullerton
nals. The first part is concluded with an
account of the wind-up prodecures Articles of Interest
necessary to effect the financial “Can Accountants Uncover Manage
ment Fraud?” Business Week, July 10,
statements.
Part two (chapters seven through 1978, pp. 92-94.
twelve) is concerned with sundry topics
The push for accountants to uncover
related to church accounting. For exam
ple, the area of budgets as they relate to management fraud when performing an
church accounting is discussed. In addi audit prompted Peat, Marwick,
tion, the auditing procedures necessary Mitchell & Co. to arrange a two-day ses
in church accounting are explained. sion with professionals from other dis
This involves a detailed audit program. ciplines to find new tools the auditors
Special purpose reports are also includ might use to accomplish the task.
ed in this part. These reports consist not Various representatives from other dis
only of cash forecasts, but other special ciplines made suggestions, many of
purpose reports. Taxes on unrelated which the article “termed far out.” One
business income is a topic that is also suggested new auditors be hired who
considered. Part two concludes with a had business experience rather than just
chapter entitled. “Accrual Basis Data,” out of college; others suggested that en
which includes the procedures necessary couraging disgruntled employees and
former employees to talk to the auditors
for preparing financial statements.
Three apparent strengths make this or special ombudsmen.
Professors of criminology and
book especially helpful to the novice in
accounting. First, several good il sociology and psychologists contributed
lustrations are found throughout the their opinions. Donald R. Cressey,
text. Second, the book is presented in a professor of criminology, argues that
readable style with step-by-step instruc such ideas as “substituting accounting
tions. Third, the explanation of internal controls for trust” and holding auditors
control as it applies to church account responsible for the morality of cor
porate managers is “akin to attributing
ing is especially well done.
In summary, this book is recommend ‘burglary to poor locks and inadequate
ed to anyone who has an interest in alarm systems.’”

“A New Look to Bank Earnings?”
Business Week, June 12, 1978, pp. 108112.

The U.S. banking industry has
generally opposed accounting methods
that take inflation into account and has
stated its preference for traditional
historical cost reporting. However, the
Inter-Association Committee on Bank
Accounting persuaded seven U.S. banks
to recast their 1974-76 financial data us
ing general purchasing power, indexed
depreciation, partial replacement cost,
and current value accounting. Although
the data were adjusted to conceal the
identity of the banks, Business Weekhas
revealed the probable identity of the
seven banks by comparison with other
published data.
As expected for banks which normal
ly hold small proportions of total assets
as fixed assets, indexed depreciation
reporting produced little change and
partial replacement cost produced more
but not a great change except for one
bank with an earnings slump. General
purchasing power adjustments to the
statements would have caused most
banks in the study to report 25 percent
to 40 percent less income.
Current value accounting produced
wide income swings, and the nature of
the swings is influenced by the interest
rate changes and the type of loan port
folios held by the bank. Bankers feel this
method concentrates too much on the
asset side of the balance sheet and ig
nores a stable core of time and savings
deposits. However, the bankers’ opposi
tion seems to be more reasoned than two
years ago.
January, 1979/ 31

“Those Bottom Lines; Annual Reports
Make Increasingly Valuable Reading,”
Steven S. Anreder, Barrons, April 10,
1978, pp. 4-5.
Anreder takes a look at 1977 annual
reports and in general likes what he sees,
although he reports that some firms
resort to gimmicks and graphics to en
tice their readers. The additional infor
mation he finds most useful is segment
reporting. He laments that a few large
firms have concluded they operate in a
dominant industry segment, even
though one “describes itself as a major

diversified apparel manufacturer.” He
concludes that the stock price of at least
two firms, Texas Instruments and
Fairchild Camera, experienced price
changes because the contribution of
some segments was different from ex
pectations.
Reading the footnotes can yield
valuable information regarding the
source of changes in earnings. Account
ing changes and reductions in Lifo in
ventories were items he noted.
References to FASB Statement No. 13
were mentioned, since some firms will
have to retroactively capitalize leases at
a later date. The disclosure of the effect
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of FASB Statement No. 19 that is re
quired was noted for several firms.
Anreder concludes that these are the
big changes currently and for the near
future. No other significant changes in
disclosure requirements are on the agen
da of either the FASB or the SEC, but
that annual reports already contain a
good deal of financial information for
those willing to pursue them carefully.
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OF AWSCPA-ASWA
The Educational Foundation of
AWSCPA-ASWA offers the 16 mm
color career film “Accounting — A
Professional Career,” for $175.00, or at
a one-week rental cost of $25.00 plus
return postage. Running time is thirteen
minutes. Orders or information requests
may be addressed to the Foundation at
P.O. Box 39, Marysville, Ohio 43040.
Professional education of women ac
countants is an important goal of both
American Woman’s Society of Certified
Public Accountants (AWSCPA) and
American Society of Women Account
ants (ASWA). Thousands of dollars
have been contributed since 1966 to the
Educational Foundation by members of
the two societies for use in funding pro
jects that include the printing of career
literature, award of scholarships,
statistical surveys of members and fun
ding of complimentary subscriptions to
The Woman CPA. The success of
proposed educational activities by
AWSCPA and ASWA is heavily depen
dent on funds channeled from the
membership into the Foundation. Since
the Foundation is without endowment
or corpus large grants are solicited from
members, and matching gifts from
employers, to subsidize regional and
area accounting seminars, graduate
fellowships, periodic distribution of The
Woman CPA to accounting
departments of accredited colleges and
universities, and new career literature.
The Educational Foundation of
AWSCPA-ASWA invites con
tributions as a fitting tribute to honor a
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professional friend, or to commemorate
a life of achievement.
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